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A Philosophical Perspective on the Development
of International Accounting Standar^ds
WILLIAM J. VIOLET*
Broadly speaking, accounting may be considered as either an art or an
applied social science. The author submits that if international account-
ing standards (IAS) are to be established successfully, the establishment
process must be accomplished within the perspective of accounting as a
rational system, that is, a system based on a framework of universally
accepted postulates. This discussion begins with a brief investigation
of the consequences of viewing accounting as an art to illustrate several
philosophical and cultural limitations.
Anyone who has attempted to discover the best finish for a piece
of fine woodwork would certainly rely on an informal consensus of the
generally recognized best practitioners. Where disagreements occur,
no satisfactory way of resolving them exists; there are no canons of
inquiry, no agreed-upon external standards. Furthermore, the knowl-
edge which is the conceptual substance of the craft is lore— a historical
accumulation which neither contains internal standards nor accepts ex-
ternal principles to separate the uselessness from the useful, the good
from the bad. For all their theoretical deficiencies, however, the crafts
provide beautifully finished furniture.
American accounting has been generally conceived of as an art or
craft and has, as a result, the strengths and weaknesses of that con-
ception. RueschhofT refers to its development as "situationistic"
:
The accounting objective also has been fulfilled through situationism. In fact
a situationistic approach is common throughout the world (this is the prag-
matic development of principles of conventions by individual countries). It
* William J. Violet is Assistant Professor of Accounting, Moorhead State Uni-
versity, Moorhead, Minnesota.
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involves a loose type of structure that develops principles according to the
situation. However, over time certain principles become generally accepted.
This is the avenue that is prevalent in the United States.^
Although pragmatically derived accounting principles are quite satis-
factory for what they are currently expected to accomplish, this trial-
and-error method of developing principles has two severe flaws. First,
the amassed results are often incoherent. R. J. Chambers has com-
mented on the development and evolution of "generally accepted ac-
counting principles."
In all scientific, or otherwise disciplined pursuits, we proceed by what is
loosely called "trial and error." If anything "tried" turns out to be in "error,"
because it does not procure what it is expected to procure, it is regarded as
"on trial" until something else is found that is "less in error." The object of
all research and development is to replace what is less effectual by something
more effectual in bringing about what is desired or intended. The process has
been described as a process of finding successively better approximations to an
ideal— whether an ideal tool, an ideal programme or an ideal theory. It en-
tails the search for flaws in a device or practice, the search for means of
reducing those flaws and the rejection of devices or practices (or parts of
them) which are "more-flawed" in favor of others that are "less-flawed."
This has not been the method characteristic of accounting. The accounting
method has been rather a method of trial and error-accretion. By no other
method could there have been developed such a diverse and numerous set of
rules or practices as those now available and permissable.^
The second flaw is that the trial-and-error results are tied to a specific
culture and are, therefore, incapable of evolving into IAS.
American accountants have begun to realize the perceptual effects
and behavioral limitations generated by generally accepted accounting
principles (GAAP). As the American system transcends national bor-
ders into the complex international environment, the utility of GAAP
greatly decreases. IAS are a necessity for multinational reporting of
international transactions.
As cultures vary, so do accounting theories and applications. Because
of this conceptual diversity, the establishment of IAS has met with
limited success. Principles pragmatically developed in response to the
needs of national users suffice for most domestic accounting applica-
tions. Because of the inherent limitations of accounting principles based
on experience-oriented domestic systems, a domestic accounting system
is useful beyond its national borders only to the extent that another
country has a similar accounting system. Multinationals, like individual
' Norlin RueschhofT, International Accounting and Financial Reporting (New
York: Praeger, 1976), p. 147.
' R. J. Chambers, "Usefulness— The Vanishing Premise in Accounting Stan-
dards Setting," ABACUS (December 1979) : 71-73.
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nations, are continually confronted with a dilemma of diverse account-
ing systems, and the utility of reported financial data for various
creditors, owners, and users decreases. IAS have attempted to rectify
this situation; however, they are being established without a postulate
framework as a reference point. A pragmatically developed interna-
tional accounting system is even more questionable than a pragmatically
developed domestic accounting system. If IAS are the forerunners of
international accounting uniformity and theory, they must be devel-
oped from a postulate structure based on logic and scientific methodol-
ogy. The question is whether IAS are intended to reflect universal
truths or postulates of accounting. If IAS are to be truly world oriented,
they must have the quality of universality. Postulates should be devel-
oped for establishing international principles and accounting standards.
To be relevant to the world community and adaptable to international
processes, IAS must be based on a sound conceptual, postulate basis.
No individual domestic accounting system, developed on experience
or pragmatism, could lead to the development of IAS. Pragmatically
developed IAS will not be able to cope with infinite cultural diversity.
It would be more effective for international accounting theories to con-
form conceptual differences before trying to resolve practice variances.
An international system of accounting able to contend with the com-
plexities facing nations and multinationals requires the establishment
of universal postulates from which truly international "generally ac-
cepted accounting principles" and standards may be promulgated.
A pragmatic solution can neither resolve current variances nor cope
with the dynamic international environment of the future; it can only
extend the conventions or principles employed by a particular member
nation such as the "generally accepted accounting conventions" em-
ployed in the United States into the international accounting environ-
ment. Such conceptual incoherence and the problems created could be
resolved by considering accounting as a rational system which should
have evolved from a postulate base.
In response to theoretical criticism demanding a closer alliance be-
tween accounting as a defined rational system and scientifically oriented
research, accounting theory evolved from deductive relationalization,
based on empirical research directed at supporting underlying premises
and theories.
That accounting is not a science like physics does not deter it from
functioning as an applied social science. Social sciences are not so much
concerned with discovering absolute truths as with frequencies of oc-
currence and interrelationships between phenomena. Therefore, social
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scientists direct their efforts toward examining causal patterns (cause
and effect) and functional analysis.
Functional analysis illustrates how components work together to support the
structural whole and maintain systemic relationships and continuity. Func-
tional explanation, unlike causal explanadon, requires no time sequence; it is
synchronic explanation.^
Both of these conceptual models are employed to explain phenomena.
Phenomena are the focal points for observation and developing postu-
lates for deriving principles. If accounting is an applied social science,
it is subject to scientific criticism from a philosophical standpoint.
Accounting theory has developed pragmatically.* As a rational system
parallel to the sciences, however, accounting, to be a meaningful disci-
pline, must abide by a universal rationale found in all sciences. As a ra-
tional deductive system concerned with social phenomena, accounting
is subject to certain scientific constraints affecting all sciences. Several
parameters affecting any rational system can be demonstrated, but
limits of space restrict consideration to one illustrative parameter only,
the concept of measurement.
Paul Durbin introduces the importance of measurement as a concept:
Measurement is a foundation stone of the edifice of modem science, along
with the experimentation so often necessary for exact measurement. It was
exact measurement that made the difference between Galileo and the
Aristotelians of his day; his "new sciences" were distinctive precisely insofar
as they gave preeminence [sic] to mathematical-measurable effects.^
As M. R. Cohen and Ernest Nagel demonstrate, however, the concept
of measurement is not a simple one
:
Comparisons based upon counting . . . depend on our ability to distinguish
clearly between different groups or different characters. Frequently, however,
characters cannot be sharply distinguished because they form a continuous
series with one another. Thus we may wish to distinguish different knives on
the basis of their "sharpness." . . . What principles must we observe in using
numbers to denote such differences in qualities?
It is often believed that because we can assign numbers to different degrees
of a quality, the different degrees always bear to each other the same ratio as
do the numbers we have assigned to them. . .
.
We must note that numbers may have at least three distinct uses: (1) as tags,
or identification marks; (2) as signs to indicate the position of the degree of
' Merwyn Garbarino, Sociocultural Theory in Anthropology (New York: Holt,
Rinehart and Winston, 1977), p. 7.
* For a discussion on pragmatic development, see Maurice Moonitz, "Why Do We
Need 'Postulates' and 'Principles?' " Journal of Accountancy (December 1963).
* Paul Durbin, Philosophy of Science: An Introduction (New York: McGraw-
Hill, 1968), p. 126.
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a quality in a series of degrees; and (3) as signs indicating the quantitative
relations between qualities. . .
.
We must make sure that we do not allow different numbers to be assigned
to the same object. Thus suppose the weight of object A is regarded as the
unit or 1, and that we can assign weights to other objects by this process so
that Ag will have weight 2, A^ weight 4, and Ag weight 6. Can we be
sure that A^ and A4 placed together in one pan will just balance Ag
placed in the other? It is very important to note that we cannot be certain
of this until we perform the experiment. The proposition that 2 + 4 = 6 can
be demonstrated in pure arithmetic without experiment. But until we perform
the proper experiments we cannot be certain that the physical operation of
addition of weights does conform to the familiar properties of pure arithme-
tical addition.^
The subject of accounting has always been concerned with the
concept of measurement against some rationally developed standard.
Several noted accounting authors have questioned the qualities of
measurement as applied in their field. For example, Chambers questions
the extensive or additive properties presented in a balance sheet. Is it
conceptually correct to add current assets to fixed assets for presenting
the economic resources available to an entity? Chambers discusses at
length the fallacy of adding various elements of a balance sheet.
All allusions to financial position, and the general practice of drawing up
balance sheets, entail that what is represented is aggregative. The aggregate
amounts of assets, liabilities and owners' equity are determined; and there are
subaggregates in each case. In the context of a double-entry system, balance
sheet aggregations may be thought simply to be a check on the mechanical
completeness of the record. But aggregation has a more substantial justifica-
tion.
The very use of class names, "assets," "liabilities" and "owners' equity," im-
plies that the amounts by which the items in each class are represented are
homogeneous amounts, properly aggregable (or subtractable). APBS4 de-
scribes owners' equity as the excess of assets over liabilities (par. 132), and
net income as "the net increase in owners' equity . . . from profit-directed
activities" (par. 134). If the amounts of the three classes (and of net income)
were not homogeneous, the differences would not be valid differences. All the
documents, whether explicit about the matter or not, contemplate that users
of financial statements are concerned with aggregates, and in particular, with
the financial positions of whole enterprises. . . .
An aggregative position cannot be represented by improper aggregations. Yet
APBS4 and all practice under generally accepted accounting principles
tolerate improper aggregation. . .
.
Other fictions, of course, contribute to the fictional character of aggregates
under generally accepted accounting principles. Allocations give rise to fic-
tions: a lower of cost and market valuation is a fiction: a valuation based
' M. R. Cohen and Ernest Nagel, An Introduction to Logic and Scientific Method
(New York: Harcourt, Brace and World, 1934), pp. 293-97.
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on Straight-line depreciation or any other calculation by formula is a fiction.
The burden of demonstrating that they are serviceable fictions, for balance
sheet purposes, rests on their supporters.^
James A. Schweikart discusses particular factors affecting the concept
of measurement in the international setting:
Foreign subsidiaries operate in different legal, social, political and economic
environments. Not only does this situation affect the accounting principles
which are applied, but also the meaning of values attached to assets and
expenses is affected. For example, in West Germany a building may cost
$575,000. The same building may cost $300,000 in South Korea. What value
should be attached to these two assets? . .
.
Another facet of the foreign operating environment is the risk of assets
abroad. Do the assets located abroad really have any values? . .
.
Therefore, incomes with the esoteric meanings and assets with their unknown
true values are included in U.S. consolidated statements as if they are U.S.
assets and U.S. incomes.^
Even within our own system, the concept of measurement employing
the dollar as a measuring unit is troubling, as Herbert Taggart points
out:
Accountants are as aware as anyone that it is absurdity to deduct peaches
from apples and expect to get an intelligible answer. It is most uncomfortable
for the accountant to be told that he is performing equally futile arithmetic
when he adds or subtracts dollars spent at different times and representing
differing purchasing power. It is no wonder that accountants have by tradi-
tion stubbornly ignored changes in the magnitude of their measuring unit.
To give in on this point cuts the very foundations of their beliefs from under
them. . .
.
Continued failure to give expressions to the profound and prolonged change in
the price level has led to much misinterpretation of financial statements, and
especially of the statement of income.^
In addition to the constraint of measurement, a myriad of other con-
straints governing science and accounting exists. Accounting as a
rational system must obey the "laws" of logic for presenting valid and
relevant data. Science has accepted, as a matter of practicality and
necessity, "certain a priori" truths which it does not attempt to test,
although metaphysically such theories or assumptions will continue as
matters of conjecture and controversy. Such truths have evolved into
postulates. Postulates are necessary to provide relevant data. Postulates
demand logical reasoning and form a base for empirical testing. They
' Chambers, "Usefulness— The Vanishing Premise," pp. 77-79.
* James A. Schweikart, "We Must End Consolidation of Foreign Subsidiaries,"
Management Accounting (August 1981): 17.
" Herbert Taggart, "Sacred Cows in Accounting," Accounting Review (July
1953): 315-16.
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permit and necessitate a conceptual conformity between all the sciences
and allow for the development of new sciences or rationally applied sys-
tems, such as accounting. Logic entails a set of postulates to formulate
accounting principles. Maurice Moonitz, a pioneer in the research for
a set of accounting postulates, stated several years ago:
For many years now, the expressed policy of the American Institute of CPAs
in the field of accounting has been to determine appropriate practice and to
narrow the areas of difference and inconsistency in practice. . .
.
In essence this new approach contemplated the formulation of a "fairly broad
set of co-ordinated accounting principles" on the basis of a previously estab-
lished set of postulates. The postulates and principles taken together would
then serve as a "framework of reference" for solving specific issues and de-
tailed problems. . . . Clearly, then, the special committee expected ... to seek
the help of logic in determining the "rules of accounting."
In this respect accounting is merely repeating the history of many other
fields. Up to a certain point, experience is the touchstone that solves problems
and does it in a satisfactory manner, but beyond that point, more is needed.^°
What this "more" is becomes clearer from Moonitz's comments on
Accounting Research Study No. 1
:
...research study (Accounting Research Study No. 1) took the form of a
search for "self-evident propositions," for assertions about the environment
in which accounting functions. . . .
As was to be expected, certain issues kept recurring in all sorts of situations,
for example, income determination, financial position, control over goods
and services, etc. These leads were pursued into the business, economic, and
political setting in which accounting operates. A vast amount of evidence had
to be reviewed and sifted to obtain the relatively few usable propositions that
were reported in the published study.
To be fruitful, the postulates of accounting must of necessity relate to P^e
inferred from] a world that does exist and not to one that is a fiction. It
may not ever be possible to demonstrate the "truth" of a postulate because
no one person or group can possess all the necessary knowledge, (this is a
philosophical deduction; complete understanding of any element, cause, or
event would be absurd) but the proposition set forth as a postulate must be
plausible and must rest upon a large amount of positive factual knowledge of
the environment in which accounting functions.
Once the basic inferences are drawn they become obvious [self-evident?] to
everyone and serve as a starting point from that time on. In this light, ac-
counting postulates may be viewed as the inferences drawn from the mass of
data concerning the environment in which accounting functions. ^^
Even if accounting is not a science, it is, after all, a rational system
aligned with science. To exist as a rational system reporting on social
phenomena through discovery, observation, explanation, confirmation,
"Moonitz, "Why Do We Need 'Postulates,' " p. 42.
" Ibid., pp. 44-45.
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and prediction, accounting will eventually need to establish a set of
postulates for operating in a complex, dynamic environment.
Repeatedly, scientists are required to apply theory to reality. Often
theoretical application must be modified to adapt simplistic theory
modeling to the infinite complexities of a dynamic environment. To
ensure continual development of science in its quest for truth, the
theoretical framework of science must not be rigid but must have an un-
derlying structure combining short-run stability with long-run flexibility.
To ensure adaptability from the conceptual plane to reality, science
must operate from a set of postulates. The postulates form the founda-
tion of science and provide the framework for continual modification.
To facilitate the domestic beneficiaries (practitioners), accounting
theory currently employs a pragmatic or practical orientation for estab-
lishing so-called "generally accepted accounting principles." Continued
use of such a practice will, however, limit the capacity of accounting
theory to resolve the more complex issues it will eventually face.
At the domestic level, pragmatic application can be satisfactorily
utilized. The proximity of the theoretician, practitioner, and a domestic
environment enhances the pragmatic (or trial and error, through ex-
perience) development of accounting principles. Such pragmatically
developed "generally accepted accounting principles" are domestic
conventions. Moonitz clarifies the term "conventional" as it relates to
accounting.
Accounting is often described as "conventional" in nature, and its principles
as "conventions." These two terms, conventions and conventional, are am-
biguous; the statement that accounting is conventional may be true or false
depending on which meaning is intended. It is true if it refers to such things
as the use of Arabic numerals, the use of the dollar sign, or the sequence in
which assets, liabilities, revenues, and expenses are listed in financial state-
ments because other symbols and forms could be used to convey precisely
the same message. It is not true if the statement means that any proposition
which accountants accept is a valid one. . .
.
Suppose, however, that the assertion about accounting principles as "con-
ventions" is intended to convey the idea that they are generalizations, infer-
ences drawn from a large body of data, and that they are not intended to be
literal descriptions of reality. "Conventions" and "conventional" are clearly
valid descriptions, then, but not because accounting is unique. Instead, ac-
counting is like every other field of human endeavor in this one respect: its
basic propositions are generalizations or abstractions and not minute descrip-
tions of every aspect of "reality."^^
Principles originally developed from experience may resemble prin-
ciples formulated from a set of postulates; however, since no framework
" Ibid., pp. 45-46.
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exists for postulate-to-principle sequential development and modifica-
tion, environmental influences will greatly affect the evolution of the
originating principles. Domestic pressures create an environment contra-
productive to future postulate creation. Further, the pragmatic devel-
opment conventionalizes domestic "generally accepted accounting prin-
ciples." The pragmatic principles become "conventions" of a particular
sociopolitical entity. The "generally accepted accounting principles"
are not principles but conventions of a particular society.
Our generally accepted accounting principles, the product of the
highly technological environment of the United States, are not generally
accepted by the great majority of other countries, and diverse account-
ing principles in various developmental stages occur throughout the
world.
Cultural diversity inhibits the establishment and enforcement of IAS.
Current approaches for harmonization of accounting practices have
advocated understanding accounting differences. A more acceptable or
meaningful approach would be to strive for harmonization based on a
knowledge of cultural differences. We cannot expect accounting as a
reflection of a particular society to have exactly the same objectives
from one culture to another.
Further, a postulate framework for accounting, specifically, interna-
tional accounting, must be developed to facilitate the development of
international accounting standards. Such a structure would provide
the necessary flexibility for developing and employing IAS in diverse
cultural settings. This framework would also establish and clarify ac-
counting concepts throughout the accounting environment. The pro-
fession needs this added clarity. A postulate structure will clarify theo-
retical positions, and such a step is a necessary precondition to har-
monizing international theories and variances.
A framework of universal postulates will also promote and enhance
an understanding of cultural determinants and variables. A knowledge
of cultural relativity will assist the International Accounting Standards
Committee in defining the cultural requirements which must be met
before IAS can be universally accepted, established, and enforceable.
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International Accounting: A Review
of Academic Research in the United Kingdom
S. J. GRAY*
While "international accounting" is by no means a new area of study,
its significance has grown enormously, concurrently with the explosion
in international business activity, over the last two decades. Interna-
tional accounting has also become increasingly complex and diverse,
reflecting the many new issues that have emerged and the new dimen-
sion that has been added to the already familiar issues in the domestic
context.
This paper reviews U.K. research in the field of international ac-
counting. In contrast to a recent wide-ranging review by Mueller,^ who
provided illustrations of research of varied national origin, this study
will be restricted to work by U.K.-based writers from 1970 to 1981,
inclusive. The extent of development of the subject in the U.K. context
will be appraised.
WHAT IS MEANT BY INTERNATIONAL ACCOUNTING?
To determine the boundaries of international accounting is not easy.
For the purpose of this review, international accounting will be broadly
defined to include managerial decision making, as well as the related
financial accounting and reporting perspectives. An additional require-
ment for research to be considered "international" in the U.K. context
* S. J. Gray is Professor of Accountancy, University of Glasgow, Scotland.
An earlier version of this paper was presented to the European Accounting Asso-
ciation in Arhus, Denmark, April 1982.
' Gerhard G. Mueller, "The State of the Art of Academic Research in Multi-
national Accounting," in Internationalization of the Accounting Profession, ed.
W. John Brennan (Canadian Institute of Chartered Accountants, 1979), pp. 83-
97.
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was that it either related to accounting in countries other than the
United Kingdom or to an accounting issue, such as foreign exchange,
which is unique to international business risk.
The scope of some recent books on international accounting, such as
those by Choi and Mueller,^ Arpan and Radebaugh,^ and Nobes and
Parker,* were studied. These studies were complemented by a survey by
Schoenfeld.= There was a surprising degree of agreement between
these writers on the areas which constitute international accounting.
Nobes and Parker^ restricted the scope of their book largely to the
financial reporting aspects of the subject. Topics included a compara-
tive analysis of accounting theory and practice at the national level
(including historical evolution), the classification of accounting systems
according to patterns of development, problems of harmonization and
international standards, financial accounting and reporting issues for
multinational operations including consolidations, foreign currency
translation and inflation accounting, and finally the classification and
harmonization of taxation systems.
Choi and Mueller,' Arpan and Radebaugh,^ and Schoenfeld» ex-
tended the scope of international accounting to include disclosure
issues, such as segmental reporting, social reporting (including value
added statements and social balance sheets), and forecasts. Auditing,
including operational internal auditing, is another dimension. An
additional dimension is the major perspective of managerial decision
making which includes topics, such as foreign investment decisions, capi-
tal budgeting and long-term financing, foreign exchange exposure
measurement and risk management, transfer pricing, and performance
evaluation and control systems. Public sector accounting is an additional
dimension of international accounting and includes comparative aspects
of national systems, and accounting for government agencies and en-
terprises.
' Frederick D. S. Choi and Gerhard G. Mueller, An Introduction to Multina-
ticmal Accounting (Englevvood Cliffs, N.J.: Prentice-Hall, 1978).
' Jeff'rey S. Arpan and Lee H. Radebaugh, International Accounting and Multi-
national Enterprises (Boston: Warren, Gorham and Lamont, 1981).
* C. W. Nobes and R. H. Parker, eds.. Comparative International Accounting
(London: Philip Allan, 1981).
Mlanns-Martin W. Schoenfeld, "International Accounting: Development, Issues
and Future Directions," Journal of International Business Studies (Fall 1981):
83-100.
" Nobes and Parker, International Accounting.
' Choi and Mueller, Multinational Accounting.
' Arpan and Radebaugh, International Accounting.
* Schoenfeld, "International Accounting: Issues."
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WHAT IS MEANT BY "RESEARCH"?
After determining the scope of international accounting, the determina-
tion of what "research" means for the purpose of this review is neces-
sary. The belief that research should provide a contribution to knowl-
edge is well accepted. An element of originality is essential. Research
should help to explain significant problems or phenomena and predict
likely outcomes. Research may follow a variety of approaches— the
relative value of each being a subject of some controversy. ^° In general,
most research can be classified by type as either a priori, empirical, or a
combination of both.^^
A priori means research that is analytical in that the emphasis is on
the logical deduction of hypotheses/conclusions from assumptions or
generalizations concerning the world that may or may not be derived
from actual observations. The hypotheses or conclusions from analysis
of this kind may be tested by reference to practice or may serve as
"normative" prescriptions for desirable practice. Empirical research, on
the other hand, usually denotes a concern either with the testing of
hypotheses derived from a priori research or the development of
"descriptive" generalizations using observations of actual behavior and
events. Such observations may be made directly in the context of field
studies or indirectly through questionnaire surveys, interviewing, ex-
periments, and archival data analysis. A more qualitative approach to
empirical research may include participant observation of behavior
in order to gain insight and understanding of particular situations. ^^
Knowledge that is already publicly available is by definition excluded
from being considered as research, regardless of method, unless a fresh
interpretation of existing data is provided or data from disparate
sources are brought together and analyzed in a new form.
In the field of international accounting, research could be expected
to take the form of descriptions of accounting systems and their devel-
opment at the national level in a variety of countries, of comparative
analyses of national systems using empirical data concerning accounting
and reporting practices, of a priori arguments concerning the desirabil-
ity of international accounting standards, of comparative analyses of
financial reporting theories and practices regarding specific issues, such
as foreign currency translation, consolidations and segmental reporting,
'"M. Blaug, The Methodology of Economics (Cambridge: Cambridge University
Press, 1980).
" G. Burrell and G. Morgan, Sociological Paradigms and Organizational Analysis
(London: Hcineman, 1979).
" Gareth Morgan and Linda Smircich, "The Case for Qualitative Research,"
Academy of Management Review (1980) : 491-500.
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and the development of ideas in the area of managerial decision making
to solve problems relating to foreign investment decisions, long-term
financing, foreign exchange risk management, and performance eval-
uation and control, together with empirical analyses of managerial be-
havior in practice.
Many different types of research can provide contributions, of varying
degree, to an enhanced understanding of the practice of accounting in
an international context, to an explanation of the current state of devel-
opment, to predictions of what may occur in the future, and to the
development of policy. Different methods, as well as different ap-
proaches to research, can be used according to the specific nature of
the problem to be investigated.
Because research is valued essentially for its contribution to knowl-
edge, the main sources for this review are works published in academic
journals which routinely and independently evaluate research. Books
will also be included although it is recognized that to the extent they
are textbooks, they will include research findings already reported.
There are undoubtedly occasional cases of original contributions being
published in professional journals. Such journals, however, normally
are a vehicle to communicate more widely the research findings already
publicly available. More commonly, the function of the journals is to
report recent events and developments from the perspective of practice.
Thus, works published in professional journals will be included only
when they are widely cited in the academic literature. Unpublished
work in process will not be included in this review. Some reference to
current interests in research will be made in the concluding section of
this review.
INTERNATIONAL ACCOUNTING RESEARCH IN THE UNITED KINGDOM
FROM 1970 TO 1981
International accounting is classified into four main subjects : ( 1 ) com-
parative international accounting, (2) international accounting har-
monization, (3) international financial reporting issues, and (4) man-
agerial decision making and financial control in the international
context. This is a personal perception of significant areas of study, but it
provides a comprehensive framework to classifying the works. This ap-
proach may be compared to that of Mueller,^^ who classified research
by type: descriptive, comparative, empirical, traditional normative,
bibliographical-historical, and behavioral.
" Mueller, "Academic Research in Multinational Accounting," pp. 83-97.
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Comparative International Accounting
Comparative international accounting is defined to include the descrip-
tion and analysis of accounting systems at the national level, including
their historical evolution; comparative analyses of national systems of
accounting and financial reporting; and the classification of accounting
systems according to patterns of development.
Parker made an important early contribution by identifying signifi-
cant international aspects of accounting with special reference to the
historical evolution of accounting from one country to another, to the
relevance of comparative analysis in understanding and resolving
problems at the national level, to the importance of developments at
the intergovernmental level of the European Economic Community,
and to the emergence of multinational enterprises."
A major event in the development of the subject was undoubtedly
the entry of the United Kingdom into the European Community
(EEC) in 1973. Until then, there were very few studies of accounting
in other countries, particularly comparative analyses or evaluations of
international harmonization issues.
Work in the very early 1970s indicated an interest in the United
States and the Soviet Union. Leach reviewed the differences between
U.S. and U.K. approaches to regulation with the conclusion that geo-
graphical, constitutional, and procedural differences indicated that a
Securities Exchange Commission was unnecessary in the United King-
dom, although it may work well in the U.S. situation. ^^ He expressed
preference for self-regulation by means of the stock exchange and the
development of professional accounting standards. Kirkman compared
financial reporting in the United States with that in the United King-
dom, using the surveys of practices published by the American Institute
of Certified Public Accountants and the Institute of Chartered Ac-
countants in England and Wales, respectively.^® He argued that the
United Kingdom had much to learn from the United States with spe-
cial reference to reporting cost of sales, the disclosure of stock valua-
tion and depreciation methods, and the provision of information re-
garding sources and uses of cash and working capital.
The nature of financial management and accounting systems in So-
viet enterprises was also of interest. Maunders reviewed the role of
' R. H. Parker, "Some International Aspects of Accounting," Journal of Business
Finance (Winter 1971): 29-39.
'"" Ronald Leach, "Is a British S.E.C. Required to Improve Financial Reporting?
A British Professional View," Journal of Business Finance (Winter 1970) : 24-33.
'* P. R. A. Kirkman, "What Can Wc Learn from Published Accounts in the
USA?" Accounting and Business Research (Autumn 1971) : 329-34.
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accounting and its effect on decision making in the context of the
economic reforms of 1965 with the overall conclusion that financial
management practices were very much influenced by political develop-
ments.^'' In providing an analysis of planning and control, investment
appraisal, and special decisions in Soviet enterprises, the study noted
the considerable difficulties in obtaining evidence of actual practices.
Bailey provided an exposition of the standardized system of accounting
developed for Soviet enterprises and indicated that this could be ex-
plained by the emphasis on central planning and control for economic
and fiscal purposes.^^ The Soviet approach was briefly compared with
the standardized systems operating in France and Germany.
Interest in accounting in Continental Europe really became evident
only by mid-1970s following the entry of the United Kingdom into the
EEC. McLean provided a useful early contribution in the form of a
collection of studies of company regulation, accounting and financial
reporting, and industrial and financial developments in the EEC.^** A
study by T. A. Lee outlining and comparing the nature and develop-
ment of the public accountancy profession in Belgium, Denmark,
France, the Netherlands, Italy, Luxembourg, and West Germany^" was
particularly noteworthy and included data on the relative size of the
profession, membership requirements, and members qualified to audit.
Parker also briefly compared accounting in the United Kingdom with
that in other EEC countries, especially in reference to the influence of
environmental differences.^^
Books by Lafferty and Oldham provided descriptions of accounting
in a number of European countries. ^^ Lafferty provided brief outlines
of accounting in France, Germany, the Netherlands, Belgium, Luxem-
bourg, Denmark, Italy, Ireland, and the United Kingdom. Besides ac-
counting and financial reporting, the form of business organization, the
accountancy profession, auditing, and issues of EEC harmonization
" K. T. Maunders, "Financial Management in the Soviet Industrial Enterprise,"
Accounting and Business Research (Autumn 1972) : 298-397.
'*D. T. Bailey, "Enterprise Accounting in the USSR," Accounting and Business
Research (Winter 1973) : 43-59.
" Alasdair T. McLean, ed., Business and Accounting in Europe (London: Saxon
House, 1973).
*° T. A. Lee, "Public Accounting in the EEC," in Business and Accounting in
Europe, ed. A. T. McLean (London: Saxon House, 1973), pp. 61-97.
" R. H. Parker, "British Accounting and the EEC," in Business and Accounting
in Europe, ed. A. T. McLean (London: Saxon House, 1973), pp. 111-20.
" M. Lafferty, Accounting in Europe (London: Woodhead-Faulkner, 1975);
and K. Michael Oldham, Accounting Systems and Practice in Europe (Cower
Press, 1975).
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were reported. Oldham provided a similar review of European account-
ing systems at the national level, adding Sweden and Switzerland to
those countries covered by LafTerty. He also included additional com-
parative and analytical content and attempted to identify patterns of
accounting development.
Beeny, Stilwell, and Beeney and Chastney provided more compre-
hensive in-depth, although largely descriptive, studies of accounting in
West Germany, France, Italy, and the Netherlands, respectively, in a
series published by the Institute of Chartered Accountants in England
and Wales.^^ Each of these books provided information in a common
format which included coverage of forms of business organization, taxa-
tion, and audit, as well as a detailed review of accounting and financial
reporting requirements and practices.
More recently, France and the Netherlands were studied by Nobes
and Parker.^* Carsberg (with Eastergard) provided current outlines of
financial reporting in the United States and Canada.^^
Forrester provided an analysis and evaluation of recent changes in
Belgian legal requirements, involving the adoption of a uniform ac-
counting plan, against the historical background of the nation's ac-
counting developments since the Middle Ages.^®
As Parker noted, the historical perspective is extremely important to
understand how and why accounting has developed in any particular
country or group of countries. Work in this area, however, has been
relatively limited. Italy received some atttention. G. A. Lee translated
original material and commented on the Florentine bank ledger frag-
ments of 1211, the earliest surviving commercial accounts in Europe.^^
In a subsequent article, he provided a more comprehensive view of
Italian bookkeeping in the thirteenth century and traced its evolution
"J. H. Beeny, European Financial Reporting— West Germany (London: Insti-
tute of Chartered Accountants in England and Wales, 1975) ; European Financial
Reporting— France (London: Institute of Chartered Accountants in England
and Wales, 1976) ; M. I. Stillwell, European Financial Reporting— Italy (Lon-
don: Institute of Chartered Accountants in England and Wales, 1976)
; J. H.
Beeny and J. G. Chastney, European Financial Reporting -— Netherlands (Lon-
don: Institute of Chartered Accountants in England and Wales, 1978).
" Nobes and Parker, International Accounting.
" Bryan Carsber and Alf Eastergard, "Financial Reporting in North America"
in Comparative International Accounting, ed. C. W. Nobes and R. H. Parker
(London: Philip Allen, 1981), ch. 2.
"David A. R. Forrester, "Legislation in Process" The Belgian Accounting Revo-
lution and Its Preparation, Issues in Accountability, No. 4 (Glasgow: Strathclyde
Convergencies, 1980).
"Geoffrey Alan Lee, "The Florentine Bank Ledger Fragments of 1211: Some
New Insights," Journal of Accounting Research (Spring 1973) : 47-61.
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to the emergence of the double-entry principle around 1300.^' Glautier
explored even earlier times with a study of the influence of socioeco-
nomic factors on the development of Roman accounting.^^ Yamey re-
viewed early accounting contributions from Italy, the Netherlands,
Belgium, and Germany, as well as the United Kingdom, concerning the
origin and development of bookkeeping and accounting.^"
Accounting in Germany was the subject of a more recent historical
inquiry by Forrester, who provided an illuminating and in-depth analy-
sis of the life and work of Schmalenbach (1873-1955) in the context of
a study of the evolution of German business economics and account-
ing.^^ He also reviewed Continental work on accounting theory, with
special reference to Germany, from the perspective of harmonization
by mutual understanding, converging concepts, and regulation. ^^
In addition to studies which focus largely on accounting in a par-
ticular country, though sometimes in the context of studies of other
countries which may thereby facilitate national comparison, there has
also been some research which attempts to identify systematically
similarities and differences on a more explicitly comJDartive basis.
T. A. Lee^^ and Oldham^* gave relatively brief comments on com-
parative audit and accounting requirements/practices in the form of
comparative tables. Gray provided more detailed comparative study of
legal requirements in each of the nine EEC countries, together with
legal proposals for EEC harmonization.^^
A number of comparative studies focused on specific aspects of finan-
cial reporting. The problem of accounting for price changes and in-
flation, a major financial reporting issue, will be examined later in more
detail. In the context of this review of comparative accounting, how-
ever, it is important to note some of the work in this area. Scapens
"Geoffrey Alan Lee, "The Development of Italian Book-keeping 1211-1300,"
Abacus (December 1973): 137-55.
^*M. W. E. Glautier, "Roman Accounting: The Influence of Socioeconomic
Factors on the Development of .Accounting Concepts," International Journal
of Accounting (Spring 1973) : 59-74.
'" B. S. Yamey, "Early Views on the Origins and Development of Book-keeping
and Accounting," Accounting and Business Research, Special Accounting His-
tory Issue (1980): 81-92.
" David A. R. Forrester, Schmalenbach and After. A Study of the Evolution of
German Business Economies (Glasgow: Strathclyde Convergencies, 1977).
"David A. R. Forrester, "German Principles of Accounting: A Review Note,"
Journal of Business Finance and Accounting (Summer 1977) : 257-61.
** Lee, "Accounting in the EEC."
" Oldham, Accounting Systems.
'^ S. J. Gray, EEC Accounting and Reporting: A Comparative Guide to Legal
Requirements, Occasional Paper No. 12, International Center for Research in
Accounting (Lancaster: University of Lancaster, 1973).
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provided a comparative survey of inflation accounting approaches in
eighteen countries including Argentina, Brazil, Chile, Peru, and Uru-
guay.^^ Questionnaires were sent to accountants in various countries, in
addition to direct inquiries with professional accountancy organiza-
tions. Scapens and Sale subsequently provided a comparative analysis
of the inflation accounting standards introduced in the United King-
dom and United States. ^^ Tweedie reviewed professional proposals
and governmental investigations with special reference to the United
States, Australia, New Zealand, and South Africa.^^ Kirkham also pro-
vided a comparative perspective on this issue with a wide-ranging re-
view of developments in Western Europe, North America, South
America, and Australia. ^^
Foreign currency translation is another financial reporting issue
which has received some comparative treatment. Parker provided a
brief survey of related requirements and practices in France, Germany,
the Netherlands, Switzerland, Sweden, and the United States, as well
as in the United Kingdom, using examples from company accounts.
He concluded that there were considerable variations between coun-
tries.^° More recently, Nobes*^ and Flower*^ provided comparisons
and evaluations of developments in the U.S. and U.K. approaches to
foreign currency translation.
Group accounting and consolidations have also been studied com-
parativiely. Parker compared consolidation concepts used in France,
West Germany, and the Netherlands, with those used in the United
Kingdom.*^ He extended this analysis with explanations of some reasons
for diff"erences in consolidation practices in these countries and added
^ R. W. Scapens, The Treatment of Inflation in the Published Accounts of
Companies in Overseas Countries, 2nd ed. (London: Institute of Chartered
Accountants in England and Wales, 1976).
" Robert W. Scapens and J. Timothy Sale, "Accounting for the Effects of
Changing Prices," Journal of Accountancy (July 1980) : 82-87.
** David Tweedie, Financial Reporting, Inflation and the Capital Maintenance
Concept, Occasional Paper No. 19, International Center for Research in Ac-
counting (Lancaster: University of Lancaster, 1979).
"P. R. A. Kirkman, Accounting under Inflationary Conditions, 2nd. (London:
Allen and Unwin, 1978).
** R. H. Parker, "Principles and Practice in Translating Foreign Currencies: An
Essay in Comparative Accounting," Abacus (December 1970) : 144-53.
" C. W. Nobcs, "A Review of the Translation Debate," Accounting and Business
Research (Autumn 1980): 421-31.
"J. Flower, "Foreign Currency Translation" in Comparative International Ac-
counting, ed. C. W. Nobes and R. H. Parker (London: Philip Allan, 1981), ch.
11; idem. Accounting Treatment of Overseas Currencies (London: Institute of
Chartered Accountants in England and Wales, 1976).
" R. H. Parker, "Concepts of Consolidation in the EEC," Accountancy (February
1977): 72-75.
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the United States, where consolidated accounts were first introduced
in the early 1900s.** Pendlebury provided a comparative analysis of
group accounting in France, West Germany, the United States, and the
United Kingdom, including an empirical study of the consolidation
practices of a total of seventy-one large companies.*^
Financial reporting issues were the focus of a number of compara-
tive empirical studies by Gray, who surveyed segmental, forecast, and
financial statistics disclosures, respectively, by the 100 largest industrial
multinational companies based in the EEC/° It was apparent from the
statistical analyses of comparative reporting frequencies (in respect to
segmental and financial statistics disclosures, but not forecasts) that
there was overall support for the hypothesis that the extent of financial
disclosure is correlated with the development and efficiency of national
equity markets. In general, U.K. disclosure is greater than that pre-
vailing in the Continental EEC countries. Factors likely to explain dis-
closure differences between individual countries were also identified with
special reference to company management and organization structure
and the regulatory environment of legal, professional, and stock ex-
change rules.
These studies were followed by the survey of Lafferty, Cairns, and
Carty*^ including a wide range of financial reporting practices by a
total of 100 major European industrial companies from twelve coun-
tries. Scores were given to companies according to the disclosures made,
ranking the extent of disclosure for each company and country relative
to others rather than comparisons between groups of companies on
the basis of particular types of disclosure practices. No basis for the
scoring was given, however, other than that it was apparently derived
using the International Accounting Standards Committee and other
international standard-setting bodies as yardsticks. By the criteria ap-
plied, the United Kingdom was ranked first.
" R. H. Parker, "Explaining National Differences in Consolidated Accounts,"
Accounting and Business Research (Summer 1977) : 203-7.
*° M. W. Pendlebury, An International Comparison of Group Accounting, Re-
search Committee Occasional Paper No. 16 (London: Institute of Chartered
Accountants in England and Wales, 1978).
*" S. J. Gray, "Segment Reporting and the EEC Multinationals," Journal of Ac-
counting Research (Autumn 1978): 242-53; idem, "Managerial Forecasts and
European Multinational Company Reporting," Journal of International Business
Studies (Fall 1978): 21-32; idem, "Statistical Information and Extensions in
European Financial Disclosure," International Journal of Accounting (Spring
1978): 27-40.
" Michael LafTerty, David Cairns, and J. Carty, Survey of 100 Major European
Companies Reports and Accounts (London: Financial Times Business Publishing
Ltd., 1979).
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A subsequent similar, but wider, international survey by LafTerty and
Cairns covered a total of 200 major industrial companies from twenty
countries, including the United States, Japan, Australia, South Africa,
Brazil, Singapore and Malaysia, and Hong Kong.^^ The main purpose
of this study was to use the scores and ranking to derive normative im-
plications for reporting by multinational companies. The study con-
cluded that a minimum list of disclosures should be accepted with
special emphasis on consolidated and segmental data. The survey find-
ings revealed that reporting in the United States, the Netherlands,
Sweden, the United Kingdom, and Canada was the most complete,
with that of Japan, Brazil, Belgium, Italy, and Spain the least adequate.
Measurement practices were considered by Forrester in a comparative
review of different types of accounting for reserves with special refer-
ence to France, Germany, and the United Kingdom.*^ The analysis
included a consideration of physical reserves, provisions and reserves,
share premiums, capital redemption reserves, legal reserves, revaluation
reserves, tax reserves, contra-cyclical reserves, and revenue reserves.
Gray also considered questions of measurement with particular
reference to whether or not the measurement of accounting profits is
correlated with national characteristics.^" This topic was investigated
by a comparative empirical study of profits reported by seventy-two
large companies in France, West Germany, and the United Kingdom,
and of adjustments to such published results for the period 1972-75
by European security analysts. Using the security analysts' results as a
yardstick, the study concluded that country factors were significant in
determining the amount of profits disclosed with special reference to
regulatory and capital market differences. In effect, French and Ger-
man practices were significantly more conservative than U.K. practice,
the main reason being the relatively greater concern with banker and
creditor interests compared to those of equity investors.
A final issue in compartive accounting is that of auditing. While Lee
provided some information on the EEC countrics,^^ Stamp (with
Moonitz) reported in a more recent survey of auditing standards which
** Michael Lafferty and David Cairns, Financial Times World Survey of Annual
Reports 1980 (London: Financial Times Business Information Ltd., 1980).
"David A. R. Forrester, Reserve Building and Reserve Accounting, Issues in
Accountability No. 2 (Glasgow: Strathclydc Convcrgencics, November 1978).
"* S. J. Gray, "The Impact of International Accounting DifTerences from a Se-
curity Analysis Perspective: Some European Evidence," Journal of Accounting
Research (Spring 1980): 64-76.
" Lee, "Accounting in the EEC," pp. 61-97.
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included the United States, Canada, Australia, Japan, Brazil, France,
West Germany, the Netherlands, and the United Kingdom. ^^
An extension of research in the compartive mode is that which at-
tempts to identify patterns of accounting development. Some of the
work already mentioned provides a contribution in this respect. Not
only has there been an enhanced awareness of the influence on ac-
counting of country differences in terms of history, culture, and eco-
nomic development, but also there has been a growing realization that
fundamental differences exist between accounting in the United King-
dom and United States compared to that in Continental Europe, to the
extent that distinct patterns or groupings may be identified and ex-
plained by reference to environmental variables.
Parker describes and analyzes country differences in this way.^' Gray
attempts more quantitative assessments of differences in disclosure and
measurement practices.^* There are a number of studies which have
investigated the question of identifying patterns of accounting develop-
ment. An early study by Johnson and Caygill explored the extent of
U.K. influence in the development of accounting in the British Empire
and Commonwealth countries. ^^ The study concluded that no one
pattern is dominant, but recent overseas developments have indicated
a tendency for more government involvement than has been the U.K.
experience.
The evolution of accounting in the developing countries was the
subject of a later study by Briston."^ He argued that the influence of
U.K. and U.S. accounting was likely to be detrimental to the needs of
countries, such as Nigeria, Tanzania, Indonesia, and Sri Lanka, be-
cause it was geared to the external financial reporting needs of the
private sector instead of the more important modem concern with na-
tional economic planning and control.
" Edward Stamp and Maurice Moonitz, International Auditing Standards (En-
glewood ClifTs, N..T.: Prentice-Hall, 1978).
" R. H. Parker, "Principles and Practice in Translating Foreign Currencies: An
Essay in Comparative Accounting," Abacus (December 1970): 144-53; idem,
"Some International Aspects of Accounting," Journal of Business Finance
(Winter 1971): 29-39; idem, "British Accounting and the EEC"; idem, "Con-
cepts of Consolidation in the EEC," pp. 72-75; and idem, "Exp'aining National
Differences in Consolidated Accounts," pp. 203-7.
" Gray, "Segment Reporting," pp. 242-53 ; idem, "Managerial Forecasts," pp.
21-32; idem, "Statistical Information," pp. 27-40; and idem, "Impact of Inter-
national Accounting," pp. 64-76.
" T. J. Johnson and M. Caygill, "The Development of Accountancy Links in
the Commonwealth," Accounting and Business Research (Spring 1971): 155-
73.
" R. J. Briston, "The Evolution of Accounting in Developing Countries," Iri'
ternational Journal of Accounting (Fall 1978): 105-20.
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Gambling studied accounting patterns to show that accounting was
an integral part of the culture in which it was used.^^ For example,
accounting in the United Kingdom and the United States was described
as a product of capitalism which represented a system of cultural values
quite distinct from those of developing countries.
Nobes and Matatko briefly reviewed the patterns of the classification
of accounting systems and prepared an empirical study of accounting
practices in forty-six countries using data from the Price Waterhouse
surveys of 1973 and 1976.^^ They used factor analysis in an attempt to
identify clusters of countries according to their accounting practices.
While a U.K. grouping could be clearly identified, further groupings,
such as for the United States and Europe, that would be expected on
a priori grounds were difficult to identify. Nobes indicated the limita-
tions of this research approach with special reference to U.S. work
using data from the Price Waterhouse surveys."'^ Nobes and Parker
reviewed the patterns including a proposal to classify financial reporting
practices on a hierarchical basis. '''^ On this basis, countries belong to a
species, family, subclass, and class, with a basic division between a
microbased class and a macro-uniform class of countries.
International Accounting Harmonization
The area of international accounting harmonization is defined to in-
clude the development of accounting harmonization in the EEC, the
setting of international or regional accounting and auditing standards,
regulations, or guidelines by professional and/or governmental organi-
zations, and issues relating to the accountability and control of multi-
national enterprises.
An early contribution by Parker identified EEC harmonization as an
important reason to study international accounting with special refer-
ence to proposals for U.K. entry and the fact that such a course of ac-
tion would entail moving closer to Continental European forms of
accounting.^ ^ Parker also reviewed the proposed EEC Fourth Directive
" Trevor E. Gambling, "Toward a General Theory of Accounting," Interna-
tional Journal of Accounting (Fall 1971): 1-13; idem, Societal Accounting
(London: Allen and Unwin, 1974) ; idem. Beyond the Conventions of Account-
ing (London: Macmillan, 1978).
^ C. J. Nobes and J. Matatko, "Classification of National Systems of Financial
Accounting," AUTA Review (Autumn 1980) : 57-78.
'" C. W. Nobes, "An Empirical Analysis of International Accounting Principles:
A Comment," Journal of Accounting Research (Spring 1981 ) : 268-70.
'" Nobes and Parker, International Accounting.
*' Parker, "Some International Aspects of Accounting."
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on harmonization, concluding its impact could be substantial if
adopted.®^
Gray provided a more detailed analysis of the Fourth Directive pro-
posal and concluded that it was too flexible to promote adequate com-
parability and that the proposal was deficient additionally in terms of
ensuring the provision of information more relevant to investors.®^ Gray
(with Wells) subsequently highlighted the problem of measurement of
corporate hquidity.®*
Morris outlined factors influencing financial reporting in the EEC
with special reference to the more direct access to information enjoyed
by investors and employees in the Continental European countries com-
pared to those in the United Kingdom.®^ He argued that because the
Fourth Directive was largely based on German practice, with its em-
phasis on published accounts being used for tax purposes, it was largely
irrelevant to the information needs of investors in countries with de-
veloped stock markets, such as the United Kingdom. Burnett reviewed
the proposed EEC Fourth Directive with special reference to changes
between the first and second drafts of the proposal and noted the
change of philosophy to incorporate the U.K. concept of a "true and
fair view."^"^
Chastney explored the history of the true and fair view concept and
its proposed implication in the EEC context with the conclusion that
this should not be regarded as necessarily extending the influence of
U.K. accounting.^^ There was no consensus as to the meaning of the
concept, even in the United Kingdom. The prospect of a consensus in
the EEC as a whole could not, therefore, be assured. Nobes provided a
more current view of accounting harmonization in the EEC with
a summary of the causes of differences between countries, a discussion
" R. H. Parker, "Harmonization of Company Financial Reporting" in Business
and Accounting in Europe (London: Saxon House, 1973), pp. 111-20.
° S. J. Gray, Corporate Reporting and Investor Decisions in the EEC: The
Comparability Problem, Occasional Paper No. 3, International Centre for Re-
search in Accounting (London: University of Lancaster, 1976).
" S. J. Gray and Murray C. Wells, "Corporate Liquidity and the Disclosure of
Financial Position: A Comment on European Developments and a Counter Pro-
posal," Journal UEC-European Journal of Accountancy (July 1977): 154-58.
" R. C. Morris, Corporate Reporting Standards and the 4th Directive, Research
Committee Occasional Paper No. 2 (London: Institute of Chartered Accountants
in England and Wales, 1974).
" R. Andrew Burnett, "The Harmonization of Accounting Principles in the
Member Countries of the European Economic Community," International
Journal of Accounting (Fall 1975): 23-30.
"
J. G. Chastney, True and Fair View— History, Meaning and the Impact of
the Fourth Directive, Research Committee Occasional Paper No. 6 (London:
Institute of Chartered Accountants in England and Wales, 1975).
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of the purposes of harmonization, an outline of current and proposed
directives relevant to accounting, and an examination of U.K. imple-
mentation proposals for the Fourth Directive (approved in 1978) .^®
In addition to interest and concern with EEC harmonization, several
writers have discussed broader issues concerning international account-
ing and auditing standards. Stamp discussed efforts to develop interna-
tional accounting standards. While opposed to uniformity, he argued
that there was a need for a theoretical structure which was coherent
and logical.®^
Benson provided a report, largely from his personal experience, of the
historical background of the formation of the International Accounting
Standards Committee (lASC) in 1973.'^" He argued that while the im-
pact of the lASC would not be revolutionary or immediate, it would
nevertheless be important. McMonnies conducted a wider review of
the development of international professional and intergovernmental
organizations involved in setting accounting standards, concluding that
confusion and conflict rather than harmoniaztion could be the out-
come.^^ He pleaded for research to help develop a general theoretical
framework for the guidance of accounting internationally.
More recently, Stamp provided a survey of developments in interna-
tional standard setting with an argument strongly supporting interna-
tional accounting standards as a cooperative exercise between the
profession and governments^
Stamp argued that there should be a demarcation of responsibilities
and that the profession should determine measurement standards with
the government providing the legal enforcement of such standards and
a minimum framework of disclosure.'^ He suggested that the lASC
should begin work on an international set of definitions of income and
value as a first step in developing an international conceptual frame-
** C. W. Nobes, "Harmonization of Accounting within the European Communi-
ties: The Fourth Directive on Company Law," International Journal of Ac-
counting (Spring 1980): 1-16.
°" Edward Stamp, "Uniformity in International Accounting Standards," Journal
of Accountancy (April 1972): 64-67.
" H. Ben.son, "The Story of International Accounting Standards," Accountancy
(July 1976): 34-39.
"P. N. McMonnies, "EEC, UEC, AST, lASC, lASG, AISG, ICCAP-IFAG,
Old Uncle Tom Cobbleigh and All," Accounting and Business Research (Sum-
mer 1977): 162-67.
" Edward Stamp, "International Standards to Serve the Public Interest," in
Internationalization of the Accountancy Profession, cd. W. John Brennan (Cana-
dian Institute of Chartered Accountants, 1979), pp. 117-25.
" Edward Stamp, The Future of Accounting and Auditing Standards, Occa-
sional Paper No. 18, International Centre for Research in Accounting (Lan-
caster: University of Lancaster, 1979).
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work. Furthermore, the International Accounting Standards Commit-
tee (lASC) and the International Federation of Accountants (IFAC)
should also cooperate with the United Nations and agree to jurisdiction
over measurement and disclosure issues. Moreover, the lASG should
require national professional bodies to report on the degree of com-
pliance with international standards in an effort to improve the rate
of adoption.
McComb, who examined the objectives underlying pressures for
international harmonization,^* took a contrasting view. While accepting
the case for further development of international accounting standards,
he argued that more attention should be given to understanding the
reasons for the continuing existence of national differences, and thus
the problems of attempts to impose uniform standards internationally.
Stamp (with Moonitz) explored the issue of international auditing
standards.''^ They developed arguments in support of standards and
proposed a set of international auditing standards. An evaluation of
the situation in major auditing countries indicated that nine countries
could be identified as vital to the success of a proposed International
Auditing Standards Committee: the United States, the United King-
dom, Australia, Canada, the Netherlands, France, West Germany,
Japan, and Brazil. The feasibility of international auditing standards
was affirmed, despite the existence of obstacles, such as language, na-
tionalism, and enforcement.
The question whether there should be accounting standards for multi-
national enterprises has been of interest to researchers. Gray, Shaw,
and McSweeney examined controversial issues surrounding the devel-
opment of accounting standards for multinational enterprises.^^ They
concluded that multinational enterprises are a primary focus for inter-
national standards; the standard-setting process, as it affects them, is a
social choice process that inevitably involves supranational inter-govern-
mental, as well as international, professional organizations. Gold identi-
fied problems of multinational enterprises, including the increasing
diversity of standards internationally, the 'information overload' prob-
lem, and doubts concerning the cost/benefit effectiveness of much of
"Desmond McComb, "The International Harmonization of Accounting: A Cul-
tural Dimension," International Journal of Accounting (Spring 1979) : 1-16.
" Stamp and Moonitz, International Auditing Standards.
" S. J. Gray, J. C. Shaw, and L. B. McSweeney, "Accounting Standards and
Multinational Corporations," Journal of International Business Studies (Spring/
Summer 1981): 121-36.
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the information demanded by users.^^ He concluded that the active par-
ticipation of muhinationals in standard setting can be expected to in-
crease in view of their direct interest as preparers and users.
A final area of research concerns public sector accounting. Stone
reviewed historical developments in the international harmonization
of national income accounting, that is, aggregates of income, expendi-
ture, savings, and investment.^* He outlined the latest and most com-
prehensive international comparison project sponsored by the United
Nations, with harmonized accounts expressed in a single international
unit of value. Stone noted that the first essential for comparative pur-
poses is a standard system based on a generally accepted set of defini-
tions and classifications which can serve as a goal for individual country
estimates. He also identified similarities and differences in problems re-
lating to the harmonization of public and private accounts.
International Financial Reporting Issues
The area of international financial reporting issues is defined to include
a wide range of topics which relate to problems that are either unique
to international business or have an international dimension.
The problem of accounting for price changes and inflation has
already been referred to briefly in the context of comparative account-
ing and will now be considered as a financial reporting issue. Scapens
provided a survey of inflation accounting developments in eighteen
countries which contributed to the debate by identifying a number of
diff"erent approaches to inflation accounting in practice."^ These in-
cluded the creation of reserves, the revaluation of assets, and the intro-
duction of complete systems which accounted for changes in specific
prices, changes in the general level of prices, or both types of changes.
Kirkman concluded from his more recent survey of developments
worldwide that the rate of adoption of inflation accounting systems was
strongly correlated with the rate of inflation. In South American coun-
tries where very high rates had been experienced, the preference was
for general purchasing power systems which could be introduced
quickly.*° In the English-speaking countries, there was a general trend
toward the acceptance of current cost accounting but with controversy
surrounding the treatment of monetary items. The United States was
" Henry Gold, "Accounting Standards and Multinational Corporations" in
British Accounting Standards: The First Ten Years, ed. Ronald Leach and
Edward Stamp (Cambridge: Woodhead-Faulkner, 1981), pp. 135-48.
'* Richard Stone, "The International Harmonization of National Income Ac-
counts," Accounting and Business Research (Winter 1981) : 67-79.
Scapens, Treatment of Inflation.
** Kirkman, Accounting under Inflationary Conditions.
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in some respects an exception, however, because of its requirements for
firms to produce both general purchasing power and current cost ac-
counting information. The early 1980s were predicted to be years of
continuing experimentation.
Tweedie provided an analysis of professional proposals and govern-
mental inquiries of the inflation accounting issue, with special reference
to the United States, Canada, the United Kingdom, Australia, New
Zealand, and South Africa. He concluded that there appeared to be
agreement on an entity approach using current costs in the British
Commonwealth countries but not North America. ^^
A more quantitative contribution to the debate was provided by
Gray, with an investigation of the feasibility of the "exit price" system
proposed by Chambers.*^ The system was applied in a case study of a
U.K. multinational company with the conclusion that the system was
both feasible and significantly different from the historical cost system.
The "replacement value" system, with special reference to the
Netherlands, was the subjert of Ashton's recent study.^^ He reviewed
major theoretical contributions to replacement value accounting, espe-
cially that of Limperg, together with factors influencing practice in the
Netherlands. In addition, he conducted an empirical study, including a
questionnaire survey, of twenty-five Dutch companies publishing some
form of replacement cost information. Tests for the impact of the "re-
placement value" system on performance compared to historical cost
revealed no significant differences in rankings. The results of the
questionnaire survey showed that companies were using replacement
cost data for the evaluation of divisional and group performance and
the preparation of budgets. The accuracy of the data was open to
question, however, because of the lack of reliable indices and the lack
of attempts to account for technological change and changes in product-
mix.
Foreign currency translation is a contentious issue unique to inter-
national business. Parker provided an early comparative review of re-
lated principles and practices. He concluded that the principles were
confused and practice diverse.^* He argued that the main reason for
the confusion was the failure to consider the necessary relationship
between price changes and exchange rate changes. He suggested that
" Tweedie, Financial Reporting.
'^ S. J. Gray, "Accounting for Price Changes: A Case of a Multinational Com-
pany," Journal of Business Finance and Accounting (Spring 1976) : 1-13.
" R. K. Ashton, The Use and Extent of Replacement Value Accounting in the
Netherlands (London: Institute of Chartered Accountants in England and
Wales, 1981).
** Parker, "Principles and Practice."
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the historic rate approach to translation was probably developed as a
rough and ready means of adjusting for both elements on the somewhat
heroic assumption of purchasing power parity whereby relative changes
in prices between countries would be matched by exchange rate
changes. A more useful approach, he argued, would be to combine re-
placement costs with closing exchange rates.
In a review of foreign currency translation theory, Patz identified
two basic normative approaches in the form of the entity or restatement
approach and the proprietary or measurement approach. The latter
emphasized the dependence of the foreign subsidiary on the parent
company.^^ In respect to the former, he suggested that the translation
could be identified as a metrics problem with the possible use of price
parity indices as well as or instead of exchange rates. This analysis was
continued by Patz with the development of a foundation for a price
parity theory of translation which viewed translation as a metrics prob-
lem with foreign operations taken to be independent going concerns,
and the objective of the firm the maximization of command over goods
and services in the foreign context.®^ Patz further developed a price
parity approach with an examination of issues relating to methodology
and implementation.^^
Tuckwell and Piper provided some empirical evidence of disclosures
relating to foreign operations including translation in a survey of fifty
major U.K. companies, with arguments for more detailed statements
of accounting policy and disaggregated geographical data.^^ Piper sug-
gested that the impact of exchange rate changes on interim reports
should be disclosed. ^^
Walker prepared a critical analysis of translation approaches to the
measurement of exposure to exchange risk from the perspective of using
such information for the management of exchange risk.^° He argued
that the distinction between "accounting" and "economic" (that is,
** D. H. Patz, "The State of the Art in Translation Theory," Journal of Business
Finance and Accounting (Autumn 1977): 311-25.
"" D. H. Patz, "A Price Parity Theory of Translation," Accounting and Business
Research (Winter 1977): 14-24.
" D. H. Patz, "Price Parity Translation: Methodology and Implementation,"
Accounting and Business Research (Summer 1981) : 207-16.
'*K. J. Tuckwell and A. G. Piper, Disclosure of the Overseas Operation of
United Kingdom Companies, Research Committee Occasional Paper No. 1
1
(London: Institute of Chartered Accountants in England and Wales, 1977).
*" Andrew G. Piper, "A Note on Translation for Interim Accounts," International
Journal of Accounting (Fall 1979) : 45-52.
*°D. P. Walker, An Economic Analysis of Foreign Exchange Risk, Research
Committee Occasional Paper No. 14 (London: Institute of Chartered Accoun-
tants in England and Wales, 1978).
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net present value of future cash flows) exposure to exchange risk must
be clearly understood by both company management and the financial
community if adverse behavioral effects are to be avoided. A survey of
fifteen major U.K. multinationals revealed that only two companies
were concerned to manage their translation exposures on the grounds
that the decisions of investors, bankers, and others would be influenced
by translation gains and losses. This survey was conducted, however,
against the background of a weak pound. In conclusion, the study
suggested the ideal solution would be an accounting system in which
accounting and economic exposures were identical, but in the mean-
time, translation gains and losses should be reported in a manner that
would not become the focus of exchange risk management.
Earl and Paxson similarly advocated an economic value approach.
They proposed a system of "value accounting" using forward rates to
record transactions to create currency awareness in a more realistic
manner.®^ More recently, Nobes^^ and Flower^^ have provided useful
reviews of the debate on foreign currency translation. Nobes' critical
review of the history and development of translation approaches in the
United States and the United Kingdom attempted to clarify the differ-
ences between methods and the causes of such differences.^* The prob-
lem of inflation accounting was also discussed with the conclusion that
some form of current value accounting seemed less vulnerable than
general purchasing power accounting in the context of the trans-
lation debate. Ideas to use purchasing power parities as an alterna-
tive to exchange rates were discussed. The study suggested that in
practice, the translation method used in any country at any particular
time is likely to be influenced more by its effect on profits than by
theory. Flower analyzed foreign currency translation with special
reference to recent developments and the two main contenders— the
"temporal" and "closing" rate methods.^^ He also discussed the infla-
tion accounting issue and noted that if foreign subsidiary accounts were
expressed in terms of values at the balance sheet date, both translation
methods would give identical results. Accounting approaches to trans-
lation were compared with economic perspectives including purchasing
power parity and interest rate parity theory. He concluded that an
important practical influence on the choice of methods were arguments
of the "economic consequences" of each method.
" Michael Earl and Dean Paxson, "Value Accounting for Currency Transla-
tions," Accounting and Business Research (Spring 1978) : 92-100.
" Nobes, "Translation Debate," pp. 421-31.
" Flower, "Foreign Currency Translation."
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Group accounting and consolidations are a familiar financial report-
ing issue. In the international context, this becomes an even more com-
plex problem. Shaw examined one of the major areas of difficulty con-
cerning criteria by which to identify groups and subsidiaries to be
included in the consolidation process.^® He reviewed lASC and EEC
developments and concluded that there was some merit in moving
toward a more managerial approach in contrast to the current U.K.
emphasis on share ownership for the purposes of determining control
of one company by another.
Parker, as indicated earlier in the comparative accounting context,
provided a comparative analysis of consolidation concepts, that is,
entity, parent company, and proprietary concepts in some of the EEC
countries."^ He noted that the parent company concept, where the
parent company is treated as the dominant shareholder and the minority
interest is credited with its share of the investee's net tangible assets but
not with a share of goodwill on consolidation, was apparently being
proposed at both the EEC and lASC level. Since practice in the EEC
follows all concepts in varying degrees, Parker indicated that har-
monization would not be easy. He provided an explanation of different
approaches to consolidation.^* He identified change agents, such as the
international transfer of accountants, international accounting firms,
international organizations of accountants (lASC and Union Europeene
des Expertes Comptables Economiques et Financiers— UEC), gov-
ernmental agencies (the Commission des Operations de Bourse in
France), multinational enterprises, and teachers and their textbooks.
The rate of diffusion of a new accounting practice, such as consolida-
tions, would, however, depend on characteristics including relative ad-
vantage, compatibility, complexity, applicability, observability, and free-
dom from regulation. Using this framework, he analyzed the develop-
ment of consolidation accounting in the United States, the United
Kingdom, Germany, France, and the Netherlands.
Regarding difTerences in national requirements and practices con-
cerning group accounting, Pendlcbury provided a detailed analysis of
the situation in the United States, the United Kingdom, France and
West Germany, including a survey of accounting practices by seventy-
one companies.''^ The prospects for harmonization internationally were
evaluated with the conclusion that there were grounds for optimism
'"J. S. Shaw, "Criteria for Consolidation," Accounting end Business Research
(Winter 1976): 71-78.
" Parker, "Consolidation in the EEC," pp. 72-75.
"^ Parker, "National DifTerences," pp. 203-7.
^ Pendlebury, "International Comparison."
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to the extent to which practices in France have developed without for-
mal harmonization requirements. It was argued that it was not essential
for harmonization purposes for consolidated statements to have the
same status as in the United States. Harmonization would be assisted
if consolidated information were introduced as an addition to tradi-
donal forms of reporting.
A recent contribution is the overview of consolidation accounting
provided by Nobes and Parker which gave special attention to the
concept of a group, to requirements and practices in the United States,
the United Kingdom, the Netherlands, France, and Germany and to
harmonization at the EEC and lASG levels. ^°° Included in the analysis
was a brief survey of the extent to which eighteen companies, including
three "international" companies, provided consolidated statements.
Segmental reporting, both by line of business and geographical area,
is an issue of recent and rapidly increasing significance in the context
of disclosure by multinational enterprises.
Emmanuel and Gray provided an analysis and evaluation of the
newly introduced standard Financial Accounting Standards Board
No. 14 in the United States in terms of its potential for application in
other countries, especially the United Kingdom.^°^ They argued that
FASB No. 14 was not only complex and arbitrarily prescriptive but that
its fundamental weakness was the scope for managerial discretion in
the identification of segments.
Emmanuel and Gray also investigated the extent and quality of seg-
mental disclosures by U.K. companies in an empirical study of the
100 largest industrial companies.^"^ The study revealed that the ma-
jority of companies provided segmental information, both as to line of
business and geographical area, that was not consistent with supple-
mentary disclosures regarding the company's organization gathered
from the chairman's review or directors' report. Moreover, the majority
of companies provided geographical disclosures on a Continental basis
which was so broad as to obscure the significance of geographical di-
versification. The problem of segment identification was established as
an important issue in the United Kingdom as well as in the United
States.
In a subsequent article, the author proposed a means to overcome
'" Nobes and Parker, "International Accounting."
"" C. R. Emmanuel and S. J. Gray, "Corporate Diversification and Segmental
Disclosure Requirements in the USA," Journal of Business Finance and Ac-
counting (Winter 1977): 407-18.
"" C. R. Emmanuel and S. J. Gray, "Segmental Disclosures and the Segment
Identification Problem," Accounting and Business Research (Winter 1977) :37-
50.
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some of these problems.^°^ They argued that the significance of seg-
ments for reporting purposes could be more effectively assessed by
using a qualitative, rather than quantitative, approach with a com-
pany's organization structure as the starting point. Reportable segments
would be those segments separately identified in the organization struc-
ture subject to an appropriate level of disaggregation indicated by the
application of a standard industrial classification. This would stan-
dardize the disclosures made, enhance their potential for verification,
and provide an insight into management strategy.
Gray prepared an empirical study of segment reporting by the 100
largest industrial multinational companies based in the EEC coun-
tries.^"* The study showed that disclosure by U.K. companies was
greater than that by Continental EEC companies (including geographi-
cal analyses of sales and profits but not in respect of production
analyses). Factors explaining this situation include differences in com-
pany management and organization structure and the regulatory en-
vironment of legal, professional, and stock exchange requirements. He
argued that the critical problem with existing disclosure requirements
in the EEC was the lack of appropriate criteria for the identification
of reportable segments.
Gray recently surveyed segment reporting theory and evidence con-
cerning the advantages and disadvantages of disclosure, together with
a discussion of problems relating to identification, materiability, con-
tent, measurement, presentation, and audit.^°''
A final financial reporting issue to be considered is the disclosure of
forecast information. This includes statements of business prospects,
research and development, and capital expenditure. Gray investigated
this issue in an empirical study of the reporting practices of the 100
largest industrial multinational companies based in the EEC.^°° While
the provision of qualitative information of a general nature regarding
prospects was supported by EEC multinationals and confirmed by the
evidence of disclosure practices, there was opposition to the disclosure
of quantitative profit forecasts. The study concluded that the inter-
pretability of much of the qualitative information could be improved
and more information should be disclosed concerning research and
'"' C. R. Emmanuel and S. J. Gray, "Segmental Disclosures by Multibusiness
Multinational Companies: A Proposal," Accounting and Business Research
(Summer 1978): 169-77.
"^ Gray, "Segment Reporting," pp. 242-53.
"° S. J. Gray, "The Impact of International Accounting Differences from a
Security Analysis Perspective: Some European Evidence," Journal of Accounting
Research (Spring 1980): 64-76.
'""Gray, "Managerial Forecasts," pp. 21-32.
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development activity, including costs, and capital expenditure and
financing plans.
International Managerial Decision Making and Financial Control
The area of international decision making and financial control is de-
fined to include issues, such as foreign investment decisions, capital
budgeting and long-term financing, foreign exchange exposure mea-
surement and risk management, transfer pricing, taxation and per-
formance evaluation, and control systems.
Foreign investment strategy, decision making, organization, and con-
trol w^ere the subject of a comprehensive and classic study by Brooke
involving extensive interviews with senior managers from over eighty
multinational companies. ^°^ The special problems and significance of
planning and control for multinational operations were examined.
Problems of international portfolio investment were also studied.
An empirical study by Saunders and Woodward examined whether or
not the coexistence of flexible exchange rates and the investment cur-
rency premium in the United Kingdom had significantly reduced the
gains from international portfolio diversification during the period
1971 to 1975. The study concluded that significant gains existed which
were increased when the investment currency premium was con-
sidered.^"^ A single portfolio including only Japanese securities domi-
nated all others, contrary to expectations, although this may be ex-
plained by the time period of the study.
Readman,^°^ Coats and Wooley,^^° and Samuels, Groves, and God-
dard^" all surveyed international sources of finance with special em-
phasis on Europe. Differences between countries in terms of financial
structure, philosophy, institutions, and corporate gearing were identified
and evaluated.
KettelP^^ and McRae and Walker^ ^^ reviewed the management of
"" Michael Z. Brooke and H. Lee Remmers, The Strategy of Multinational En-
terprise, 2 ed. (New York: Pitman, 1978), ch. 4, 8.
'"* Anthony Saunders and Richard S. Woodward, "Gains from International
Portfolio Diversification: UK Evidence 1971-75," Journal of Business Finance
in Europe (Autumn 1977): 299-309.
"* Peter Readman, The European Money Puzzle (Michael Joseph, 1973).
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J. P. Coates and P. K. Wooley, "Corporate Gearing in the EEC," Journal of
Business Finance and Accounting (Spring 1975) : 1-18.
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J. M. Samuels, R. E. V. Groves, and C. S. Goddard, Company Finance in
Europe (London: Institute of Chartered Accountants in England and Wales,
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*" Brian Kettell, The Finance of International Business (Graham and Trotman,
1979).
*" T. W. McRae and D. P. Walker, Foreign Exchange Management (Englewood
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foreign exchange risk together with internal and external techniques of
management.
Transfer pricing is a contentious issue which poses a number of
difficult problems both in internal and external reporting. Stewart
reviewed these issues in the context of multinational enterprises.^^* He
argued that the financial behavior of multinationals is heterogeneous
and complex but that the fiscal system of the host country and the in-
dustrial sector within which the company operates are the most im-
portant influences on financial strategy and the use of transfer prices.
Performance evaluation and control systems are controversial in the
managerial decision-making context. Scapens and Sale recently con-
ducted a comparative empirical study of divisionalized companies in
the United States and the United Kingdom to identify methods of
controlling capital investment in practice and the relationship of the
use of performance measures.^^^ A questionnaire survey of 205 U.S. and
211 U.K. divisionalized companies was conducted, concluding that
divisional managers may be able to influence their capital investment
decisions in spite of formal authorization procedures and that postcom-
pletion audits are widely used in the United States compared to only
minor use in the United Kingdom.
Taxation is the final managerial issue of interest to researchers in-
cluded. The problems of taxation of multinational enterprises was the
subject of books by Chown^^^ and Adams and Whalley.^^^ They in-
cluded topics, such as international double taxation, governmental
taxation policy. Organization for Economic Cooperation and Develop-
ment and EEC proposals, and the transfer pricing issue. Morgan and
Robinson provided a more specific focus with a study of oil taxa-
tion with special reference to the United Kingdom and Norwegian
systems. ^^^
Nobes reviewed and compared the systems of corporation tax pre-
vailing in the United Kingdom, France, Ireland, and West Germany.^^®
"^
J. C. Steward, "Multinational Companies and Transfer Pricing," Journal
of Business Finance and Accounting (Autumn 1977) : 353-71.
"' Robert W. Scapens and J. Timothy Sale, "Performance Measurement and
Formal Capital Expenditure Controls in Divisionalized Companies," Journal
of Business Finance and Accounting (Autumn 1981) : 389-419.
"*
J. R. Chown, Taxation and Multinational Enterprise (Longman, 1974).
"'
J. D. R. Adams and J. Whalley, The International Taxation of Multinational
Enterprises (Associated Business Programs, 1977).
"'J. R. Morgan and C. Robinson, "Comparative Effects of the UK and Nor-
wegian Oil Taxation Systems on Profitability and Government Revenue," Ac-
counting and Business Research (Winter 1976) : 2-16.
"" C. W. Nobes, "Imputation Systems of Corporation Tax in the EEC,"
Accounting and Business Research (Spring 1980).
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Some comparisons were also drawn with the United States. Proposals
for EEC harmonization were discussed with the conclusion that despite
the general move to the imputation system, there were still major differ-
ences in the methods of determining taxable income. Nobes and Parker
provided a more wide-ranging comparative review of tax bases and
systems in the United States, the Netherlands, France, Germany, and
the United Kingdom, and a discussion of problems of international
harmonization.^^"
RETROSPECT AND PROSPECT
In retrospect, U.K. research in the field of international accounting
has been conducted primarily in the comparative international ac-
counting context. At the same time, significant interest has been evi-
dent concerning the problem of international accounting harmoniza-
tion and a number of international financial reporting issues. On the
other hand, the area of international managerial decision making and
financial control has been relatively neglected.
Much of this research can be classified as a priori. For the area of
international accounting harmonization, a growing amount of recent
empirical work concerns systematic rather than piecemeal observation.
What is the position in each of the areas of study identified and what
is the prospect for future research?
Consider first the area of comparative international accounting. In
retrospect, the scope of most of this work has been restricted to the
United States, the Soviet Union, and Continental European countries,
particularly France, Germany, and the Netherlands. Surprisingly, there
has been very little study of accounting in British Commonwealth
countries, either developed or developing. Clearly, there is considerable
opportunity for further work to include South American countries and
Far Eastern countries. The main focus of research has been on
company financial reporting with scant reference to public sector
accounting.
There have also been relatively few studies which provide a com-
parative analysis of accounting between countries rather than a de-
scription and analysis of accounting in the context of a particular
country or on a country-by-country basis. A major difficulty with this
type of work is the necessity to develop a comparative framework by
which similarities and differences may be evaluated and explanatory
variables identified and generalizations developed. This is essential,
however, if the classification of systems is to be attempted. Further
"° Nobes and Parker, International Accounting.
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work in the area of classification seems to be vital to the maturity of
research on the comparative aspects of the subject. This should result in
improved explanations and predictions concerning the development of
accounting systems, the influential factors involved, and the potential
for international harmonization.
Progress in this respect, however, will be limited without a substantial
eflFort to gather data relating to accounting practices and environmental
factors which is more comprehensive and reliable than is currently
available. Much of the work in the comparative area to date has relied
too much on secondary sources or has been piecemeal rather than sys-
tematic in terms of empirical observations. A limitation of the few
systematic studies that have been prepared is that they have been based
on relatively small sample sizes and that they are for the most part
cross-sectional in orientation with not enough attention to the dynamic
aspects of change over time.
Research in international accounting harmonization has been pri-
marily concerned with EEC harmonization (a subject of regional sig-
nificance), but there is some recent interest in wider international
issues, including the accounting and disclosure standards for multi-
national enterprises.
The focus has been on company financial reporting standards with
relatively little attention being paid to the question of company audit-
ing or to public sector accounting. Clearly, there is much opportunity
for further work on a number of problems in the context of the rapid
development of multinational enterprises, international accounting
firms, and international intergovernmental and professional organiza-
tions concerned with the regulation of accounting and auditing at the
international level.
There is very much an a priori emphasis to work in this area, as
might be expected, with the apparent wide acceptance of the goal of
accounting harmonization. There has been a total neglect of empirical
work, but it has generally been piecemeal and centered on the issues
indirectly by way of demonstrating obstacles to, or the potential for,
harmonization rather than attempting to evaluate the costs and benefits
of harmonization per sc. Now that the lASC and EEC programs are
well under way, there seems to be opportunity for impact studies. The
link between research of this nature and that on the classification of
accounting systems also seems worthy of further exploration and devel-
opment.
International financial reporting issues have provided researchers
with another major area of study. In retrospect, the amount of work
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completed so far has focused on four important topics: accounting for
price changes and inflation, foreign currency translation, group ac-
counting and consolidations, and segment reporting. Relatively little
work has been done on some issues, such as forecasts and social report-
ing. This situation is rapidly changing with the recent interest in the
subject at the national level and in the context of disclosure by multi-
nationals.
Despite the uniquely international issue of foreign currency transla-
tion, no more attention has been devoted to this subject than to any
other. The emphasis was on a priori analysis. Much of the work on this
and other financial reporting issues, such as inflation accounting, also
has a large comparative international element in contrast to the po-
tential to treat this from the perspective of problems facing the multi-
national enterprise.
All of the issues so far identified deserve the further attention of re-
searchers. Segment reporting, being at the interface of managerial and
financial accounting, has considerable scope for further work, notable in
respect to geographical segmentation.
Research in the area of international managerial decision making
and financial control is, by way of contrast, relatively sparse with a
limited coverage of issues. Problems, such as capital budgeting, foreign
exchange risk management and performance evaluation and control
systems, have only recently become subjects of interest to any significant
degree. Very little empirical research has been conducted despite the
potential for field work with U.K. multinationals. This situation is now
changing.
In conclusion, the history of U.K. research in the field of interna-
tional accounting has been one of gradual development with increasing
momentum from about the mid-1970s. While the emphasis of the work
completed to date has been on comparative international aspects of
the subject, the prospect now is not only one of further development
from this established base, but it may also be expected that there will be
an exploration of some new areas, as well as those which are more
familiar with special reference to international managerial decision
making.
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Sojne Conceptualizing on the True and Fair View
BORIS POPOFF*
In New Zealand and other countries with company legislation based
on precedents from the United Kingdom, the published statements of
companies are required to give a "true and fair view" of operating
results and state of affairs. The need to give a true and fair view is
recognized by the accounting profession. For example, the explanatory
foreword to the statements of standard accounting practice issued by
the New Zealand Society of Accountants states: "Adherence to the
concept of a true and fair view is an essential requirement of financial
reporting standards in New Zealand" (par. 1.2)
.
Although company legislation indicates providing a true and fair
view as the overriding consideration in financial reporting, it does not
define what the terms "truth" and "fairness" mean in the financial
reporting context, nor does it prescribe (apart from specifying certain
minimum requirements regarding disclosure) the means by which
truth and fairness should be attained.
The overriding importance attached to the concept and standard of
the true and fair view in financial reporting and in the associated mea-
surement of revenue, expense, and income, and of assets, liabilities, and
proprietorship contrasts oddly with the lack of definition and under-
standing of what constitutes truth in the accounting context and
fairness in financial reporting. The attempts of accountants to apply
the concept in particular cases may contribute to its definition and
enlarge our understanding of its significance. An unwillingness to be
bound to a specific interpretation of its meaning may equally reflect
* Boris Popoff is Associate Professor of Accounting, University of Otago,
Dunedin, New Zealand.
The author expresses his thanks to Professor T. K. Cowan of the University of
Otago for his constructive criticisms, comments, and suggestions during the de-
velopment of this paper.
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the nature of the concept itself— that some of its value lies in its lack
of definition, so that it must be reinterpreted to ser\e its function in a
changing environment. More cynically, the avoidance of definition may
reflect the desire to avoid uncomfortable changes from the status quo,
from the generally accepted, from the availabilit}- of choices among al-
ternatives. Whatever one's interpretation, there is a case for constant re-
examination which may lead to a better understanding of the nature of
accounting truth as a precondition for its fair reporting in financial
statements.
SOME PROBLEMS OF INTERPRETATION
The true and fair requirement may be interpreted in terms of the
general principles applied in the interpretation of statutes. Two of
these principles are that the words of a statute must be given their
ordinary or popular meaning unless there is something to the contrary
in the context or plan of the statute, and that "technical words of
known legal import" must be given their technical meaning.^ Since
"true" and "fair" are not technical words and have no "known legal
import" in relation to financial reporting, it follows reasonably that they
should be given their ordinary, popular meaning. In other words, "true"
and "fair" should mean what people expect them to mean.
Dictionary definitions of "true" include "in accordance with fact
and reality" and the negative "not false or erroneous," while "fair" is
defined as "just," "equitable," "unbiased." Truth and fairness in line
with these popular definitions would seem to be highly desirable quali-
ties of financial statements, qualities that users would feel entitled to
expect with the auditor's opinion serving as an assurance that the users'
reasonable expectations are justified.
Follo\\ing the dictionary definitions of "truth" and "fairness," one
may conclude that the true and fair view requirement should be taken
to mean the obvious
:
If it is agreed that the words "true" and "fair" mean what they say, then it is
suggested that the Act calls for a clear statement of the actual trading results
of the period under consideration and the actual financial position at year
end. 2 (Emphasis added.)
As related to accounting, however, the concept of truth as being
"in accordance with fact and reality" and as being "not false or er-
roneous" is difficult to apply. While there may be little disagreement of
' T. R. Johnston, G. C. Edgar, and P. L. Ha>-s, The Law and Practice of
Company Accounting in New Zealand (Wellington: Butterworths, 1973), p. 14.
'W. G. Rodger and W. Scott Gilkinson, Auditing (Sweet and Maxwell, 1962),
p. 296.
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the need for truth in accounting, people who speak of truth in ac-
counting may have different "facts" in mind. For example, some people
have argued that the "facts" in accounting are objectively determined
historical costs while others have argued that the relevant "facts" for
attaining truth in accounting are current values represented by current
market prices. Further, the "facts" in accounting are determined by
generally accepted accounting principles such as those relating to the
recognition of revenues and losses, the m.easurement and allocation of
costs, valuation of assets, tax allocation, and tlie treatment of research
and development costs. The availability- of alternatives to deal uith
specific accounting problems requires a choice of accounting methods
and procedures which in turn requires the use of judgment; one result
is that the choice may be influenced by expediency and bias.
Similar problems arise when we attempt to relate the concept of
fairness to accounting. Fairness as "impartiality'." "justice." "freedom
from bias" must inevitably relate to accounting truth. \Vhile truth in
accounting has usually been associated with the contents of financial
statements, fairness has been largely associated \\ith the mode of pre-
sentation. Again, the mode of presentation requires the exercise of
judgment in the choice of form.at and manner of disclosure beyond the
legal minimum requirements, in tlie highlighting of significant items,
in the pro\-ision of graphs, summaries, and trend statements. .\s a re-
sult, the "truth" and "fairness" of financial statements are v&iy much
the product of opinion and judgment.
THE NATURE OF ACCOUNTING TRUTH
The mathematical neatness of the double entn,- system of recording
and processing accounting data, and the equalitv- of debits and credits
which results in a balance sheet that actually balances imply precision
in accounting reports which they do not necessarily possess.
The precision of the double entry system is only a technical precision;
its importance is not to be underrated. The double entn- s)-stem is the
most efficient system available for tlie recording and analysis of busi-
ness transactions. As is the case with any processing system, however, the
qualits- of the output depends ver}- largely on the quality' of the input.
Some inputs into the accounting processing system are transactions
based on "facts"; others are very much tlie product of judgment and
compromise. Further, some facts, such as historical costs, may have
ceased to be relevant.
Two important matters must be remembered ^vhen considering the
"facts" underlying accounting measurement and reporting: (1) the
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lack of agreement among accountants regarding the meaning of "profit"
and "financial position"; and (2) the uncertainty' which attaches to
financial operations and, therefore, to accounting measurement and
reporting.
The lack of agreement among accountants on the meaning of profit
and financial position complicates the determination and reporting of
"facts" in accounting. This is not to say that there are no facts relating
to the subject matter of accounting. Were this so, any arbitrary selec-
tion from among arbitrarily determined accounting principles would
have satisfied the criteria of truth and fairness. The problems in finan-
cial reporting arise from the lack of a clear agreement on the objectives
of financial statements in the face of diversiu- of user interests, from
the absence of a frame of reference for the evaluation of existing and
the development of new accounting methods and procedures, from the
complexity of the subject matter of financial accounting in a changing
economic, social, and political environment, from the necessity' to use
judgment in accounting measurement, and from the uncertainty of
final outcomes in the assessment and carr\-ing forward of business
assets and liabilities.
A "USER" APPROACH TO ACCOUNTING OBJECTIVES
A "popular" interpretation of tlie true and fair view is sometimes re-
flected in what may be called a "user" approach in deciding what in-
formation to disclose in financial statements and the manner of dis-
closure. The reasoning behind such "user" approach may be expressed
as follows
:
1. Accounting is utilitarian in nature; the justification for its existence
lies in its abilits" to meet user needs.
2. What is needed in the formulation of accounting principles is to de-
termine user needs and to define accounting objectives on the basis of
those needs.
3. The objectives so defined would then be used to evaluate existing
and proposed accounting procedures.
4. To the extent that financial statements meet the stated accounting
objectives, they can be deemed to give a true and fair view.
The author suggests that this approach to the definition of account-
ing objectives places too much emphasis on what is desirable and does
not give adequate attention to the constraint of what is feasible, given
the subject matter of accounting and the problems associated with
accounting measurement and reporting.
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An example of a user approach to defining accounting objectives is
provided by the Trueblood report on the objectives of financial state-
ments. The report is significant in that, in its definition of the basic
objective of financial statements, it recognized the economic nature of
the decisions made by users and the need for financial statements to
provide information \s-hich is useful in making of such decisions.^ The
report concluded:
In making decisions, users should be able not only to understand the informa-
tion presented, but to assess differences in its reliability', to rely on its fairness,
to compare it with information about alternative opportunities, and to assess
its consistency with previous presentations.*
There can be no question that the attainment of these quality ob-
jectives regarding the information to be disclosed in financial statements
is desirable. The real problem is to agree on the nature of the informa-
don to be disclosed and on the context in which the understandability,
fairness, and consistency comparability- of financial statements should
be conceived, given our present level of understanding of the phe-
nomena which are the subject of accounting measurement and re-
pordng, the diversitv' of user interests in financial statements, and the
different levels of technical expertise possessed by these users.
THE UNCERTAINTY FACTOR
The uncertainty' which attaches to business operations necessitates the
expression of opinion and the exercise of judgment in tlie evaluation of
the operating results and state of affairs of business enterprises. Many
students are taken aback when first confronted with the claim that
profit, as measured by traditional accounting methods, is a statement of
opinion based on expectations of the future, yet the claim is very much
correct. The use of a cost basis in asset measurement is justified on the
continuity assumption; depreciation charges, even when based on his-
torical cost, are determined on the basis of the expected useful life of
assets, any expected salvage value, and an assumed pattern of deprecia-
tion cost incurrence; the valuation of inventories at historical cost is
based on the expectation that they will realize an amount greater than
historical cost in the next accounting period. Uncertainty' is inherent
in business operations; it cannot be avoided in accounting measurement
and should be given adequate recognition in the interpretation of ac-
counting reports. Since accounting measurement is based on expecta-
' Report of the Study Croup on the Objectives of Financial Statements (New
York: .American Institute of Certified Public Accountants, 1973), p. 13.
'Ibid., p. 66.
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tions, judgment is an integral part of accounting measurement. Truth
and fairness in financial reporting, therefore, must ultimately relate to
the soundness of judgment.
THE COMPLEXITY OF ISSUES
Terms such as "true and fair," "operating results," and "financial posi-
tion" have a deceptive ring of simplicity which may obscure the com-
plex issues associated with the measurement and reporting of the income
and state of affairs of business firms. The resolution of these issues
requires a fundamental study of the phenomena which underlie the
operations of business enterprises in order to form a basis for the
formulation and evaluation of accounting principles, methods, and pro-
cedures. Let us examine the accounting principle of consistency as an
example.
That the existence of alternative accounting methods and procedures
creates problems in the interpretation of financial information has
long been recognized. The application of different methods and pro-
cedures affects the comparability of financial statements from one
period to another and from one firm to another. To overcome the
problem, the principle of consistency has received support and has be-
come part of current accounting practice. The principle of consistency
is based on simple logic— if one wants financial statements to be com-
parable, they should be prepared on the basis of a set of accounting
methods and procedures consistently applied from one period to
another. This, however, is an oversimplification of the problem of at-
taining comparability in financial statements. For example, the con-
sistent application of historical cost in the preparation of financial
statements over time will not produce comparable financial statements
if significant price changes have occurred. This means that the solution
of the problem of comparability of financial statements cannot be
conceived in terms of the consistent application of generally accepted
accounting principles such as historical cost. Rather, a fundamental
study of the issues which underlie the question of comparability is
necessary as a precondition for deciding on the appropriate accounting
methods by the application of which effective comparability in financial
statements can be attained. For example, it may be argued that inter-
company comparability of financial statements can be achieved by
profit measurement and asset valuation in terms of current replacement
cost on the grounds that such statements will provide a relevant basis
for the evaluation of the relative performance of different firms through
the calculation of realistic rates of return using current costs and prices.
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Such a method of accounting, however, will require a departure from
the generally accepted accounting principle of historical cost.
The need for a fundamental study of the phenomena which underlie
business operations as a necessary' precondition for the "true and fair"
reporting of the results and position of business firms can be illustrated
by the following exchange between the accounting and legal profes-
sions on the truth and fairness of financial statements.
The submission of the New Zealand Law Society to the Committee
of Inquiry into Inflation Accounting (the Richardson Committee)
contained the following statement:
Where accounts prepared on the historic cost principle show costs and values
substandally different from current costs and values, we believe that the obli-
gation of the company, the directors and the auditors under the Act to present
accounts showing a "true and fair view" will not be discharged by presenting
historic costs.
^
Concerned that the Law Saciet\''s interpretation of the true and fair
\-iew was so much wider than the accounting profession had accepted,
the Council of the New Zealand Society of Accountants sought legal
opinion on the implications of auditors continuing to report a "true and
fair view" of financial statements prepared on the historical cost
method. The response to the Council's inquir>- is revealing:
While the historical cost method if properly carried through will almost cer-
tainly be true and in most cases fair, the question of whether it is fair varies
with the circumstances and must be specifically considered by those responsible
in the circumstances.^ (Emphasis added.)
The reply illustrates the difficulties encountered when attempts are
made to relate general standards such as truth and fairness (which
themselves depend on subjective judgments) to the workings of a prac-
tical discipline such as accounting. One may ask, for example, in which
circumstances is the historical cost method "properly carried through"
so that it will "almost certainly be true" and in "most cases fair"? In
which circumstances is the applicadon of the historical cost method
not true? If the "proper" apphcation of the historical cost method
will "almost certainly be true" and in "most cases fair," what are the
apparently "rare" cases when it w\\\ not be "true" and not "fair"?
AN ACCOUNTING INTERPRETATION OF THE TRUE AND FAIR VIEW
The interpretation of the true and fair view implied in current ac-
' The Report of the Committee of Inquiry into Inflation Accounting (Welling-
ton: New Zealand Government Printer, 1976), par. 3.09.
'New Zealand Society of Accountants, "A 'True and Fair View' Section 153(1)
of the Companies Act 1955," Accountants' Journal (Februar>' 1978) : 34.
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counting practice is not in accordance with the popular understanding
of these terms. Rather, the truth and fairness referred to are assumed
to have a technical meaning in the financial reporting context— fi-
nancial statements are deemed to be true and fair if they are prepared
on the basis of current accounting methods and procedures. The reason-
ing behind this interpretation is rather circular— financial statements
are true and fair if they are prepared in terms of current accounting
practice— therefore, financial statements which are prepared on the
basis of current accounting practice are true and fair. In this respect,
accountants in New Zealand (and accountants in other countries which
follow the British precedent) are not very different from their American
counterparts who have been explicitly qualifying the "fairness" of
financial statements in terms of generally accepted accounting prin-
ciples. A similar qualification is implicit in the N.Z. audit report.
Recently, some N.Z. audit reports have explicitly qualified the truth and
fairness of financial statements in terms of the historical cost convention.
The foregoing does not mean that accounting methods and pro-
cedures are necessarily arbitrary or that the accounting profession is
not concerned with financial reporting standards. Accounting methods
are generally logically conceived. A major problem is that they are
not conceived and evaluated in terms of a fundamental frame of
reference for the solution of accounting problems in the context of a
changing environment.
There are signs, however, that the position may be changing. For
example. Statement of Financial Accounting Concepts No. 2: Qualita-
tive Characteristics of Accounting Information issued by the Financial
Accounting Standards Board in the United States (May 1980) com-
mented about the reliability of accounting information as follows:
"Accounting information is reliable to the extent that users can depend
on it to represent the economic conditions or events that it purports to
represent" (par. 62). If this attitude regarding the reliability of ac-
counting information is firmly adopted, a big step would be taken
toward the formulation of the frame of reference that is necessary for
the critical evaluation of accounting methods and procedures.^
' The most significant aspect of the frame of reference proposed by the FASB
(in particular, in "Statement of Financial Accounting Concepts No. 1 : Objec-
tives of Financial Reporting of Business Enterprises" and "Statement of Financial
Accounting Concepts No. 2," quoted above) in dealing with the very complex
problem of "fairness" ("truth and fairness") in financial reporting has been the
recognition of the economic nature of the decisions based on financial informa-
tion and the economic nature of the resources and obligations of business enter-
prises and the events which underlie their operations. In countries which follow
the British precedent of a standard of "a true and fair view" prescribed by
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A DEFINITIVE APPROACH TO THE TRUE AND FAIR VIEW REQUIREMENT
The practical application of any standard requires its expression in
terms of specific methods and procedures. In the field of financial re-
porting, the objective of giving a true and fair view has been translated
into practical guidelines by way of official pronouncements by the ac-
counting profession in the form of statements of standard accounting
practice. The objective of such official accounting standards is stated to
be ". .
. to improve the quality and uniformity of reporting and intro-
duce a definitive approach to the concept of what is a true and fair
view."^
By way of general guidelines, a true and fair view is stated to imply
".
. . disclosure and appropriate classification and grouping of all
material items, and consistent application of acceptable accounting
principles."^
By way of specific guidelines, pronouncements on standard account-
ing practice deal with problem areas in accounting such as inventory
valuation, depreciation, accounting for income tax, consolidation of
financial statements, and the disclosure of the accounting policies ap-
plied in the preparation of particular financial statements.
Professional statements of standard accounting practice have led to
improvement in financial reporting in a number of ways: by promoting
the standardization of reporting practices; by requiring a higher level of
disclosure than current specified company legislation; by being more
flexible than legislation in meeting the needs of a changing environ-
ment; and by requiring disclosure of departures from statements of
standard accounting practice when the effects of the departure are
material.
The lack of a frame of reference for the solution of accounting prob-
lems, however, has meant that, of necessity, the profession has had to
legislation, "truth" and "fairness" in the financial reporting context may be
regarded as legal concepts which must ultimately be interpreted by the courts.
On the other hand, "income," "state of affairs," or "financial position" are eco-
nomic notions, and it is difficult to conceive "a true and fair view" of them
in other than economic terms. In the United States, the standard of "fairly
present" has been defined by the profession. The interpretation of the standard
in terms of GAAP, however, has no immunity from being challenged in the
courts. In the ultimate analysis, it is hard to conceive interpretation of the
standards other than in terms of an ability to reflect the underlying reality as-
sociated with the operations and state of business enterprises in other than
economic terms. The frame of reference proposed by the FASB is a recognition of
this fact.
* Council of the New Zealand Society of Accountants, "Explanatory Foreword
to Statements of Standard Accounting Practice," par. 1.2.
* Ibid.
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adopt an "ad hoc" approach in meeting the exigencies of practice—
problems have been considered as they have arisen and to a large
extent in isolation. While this approach has yielded what may be de-
scribed as "acceptable" solutions (at the time) to some accounting
problems, other problems have proved singularly intractable, such as
the problem of accounting for price changes.
SOME CONCLUSIONS
There is a strong case for persisting with the broad objective and
standard in financial reporting of presenting a true and fair view. The
very problems involved in the interpretation of the concept in prac-
tical situations provide a stimulus for a continuing critical examination
of accounting methods and procedures and of the quality and relevance
of the statements they produce. Admittedly, there are risks, as the
primary interpretation must be the popular interpretation of the key
words. There are also problems, not the least of which arise from the
nature of business operations and the diversity of users of financial
statements. There will also be problems because financial reporting is
performed in a changing environment and in the face of conflicting
interests.
The problems associated with giving a true and fair view of the
results and state of affairs of business enterprises are unlikely to yield
to a convenient formula solution, one which will ultimately absolve ac-
countants from the need to use judgment and continuously to review
existing accounting methods and procedures. Rather a more realistic
prognosis is for a continual striving for a fuller understanding of the
meaning and practical significance of the concepts of truth and fair-
ness in a changing world, in the face of diverse and conflicting inter-
ests, and with full recognition of the problems inherent in the account-
ing measurement process. Only in this manner will our profession
discharge the duty it owes to the society which it purports to serve.
Obviously, at any point in time the interpretation of the true and fair
view requirement in practice will be in terms of the accounting meth-
ods and procedures of that time. What is less evident but of vital im-
portance is the role of the true and fair view objective in shaping the
development and evolution of and giving meaning to accounting prac-
tice over time. To some extent, the forces motivating progress in finan-
cial reporting will be the result of external pressure on a profession
averse to change; but, hopefully, their main source will be a purposeful
effort on the part of the profession to consider the problems of financial
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measurement and reporting to achieve the desired, if elusive, end of
a true and fair view.
In recent years, there has been a growing recognition that financial
statements deal with economic events and that dissatisfaction with
current financial reporting stems primarily from the failure of financial
statements to reflect truthfully and fairly those economic events which
constitute the operations of business enterprises. This development is
important. To conceive truth and fairness in an economic context will
give this paramount legal requirement the tangibility and dynamism
needed to become the shaping force behind the evolution of reporting
practice.^"
That the concept of truth and fairness which will evolve from such
developments will ever be fully in line with what one may call a "popu-
lar" conception of the terms is unlikely. On the other hand, continuing
evolution of accounting principles and techniques so that financial
statements better reflect the reality of business operations, and an in-
creasing awareness by financial statement users of the nature of the
economic events which represent the operations of business enter-
prises and of the constraints which operate on accounting measurement
and reporting at a given time may well ser\^e to bring the "popular"
conception of the true and fair view closer to that reflected in financial
statements.
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The Capital Structure Policies
of U. K. Companies: A Comparative Study
STEPHEN E. SKOMP and C. W. R. WARD*
Financial theory remains somewhat inconclusive concerning capital
structure management in that, on the one hand, it is argued that capital
structure has no effect on the value of the firm while, on the other, it
is suggested that the firm might with benefit carry 100 percent debt/
The empirical evidence on leverage management and the existence of an
"optimal" capital structure is similarly inconclusive.^ Numerous studies
have explained the relationship between the cost of capital and changes
in firms' capital structure.^ However, some studies show that, for ex-
ample, the cost of capital increases with leverage; others show that the
cost of capital decreases or is invariant to changes in leverage. It is fair
to say that the issue remains unresolved.
Nevertheless, management responsibilities continue within the real
world in the absence of crisp academic guidance; it is, therefore, im-
portant to establish how practitioners think when considering financial
* Stephen E. Skomp is Professor of Finance, Louisiana Tech University.
C. W. R. Ward is Lecturer in Finance, University of Lancaster.
' See, for example, F. Modigliani and M. Miller, "The Cost of Capital, Corpo-
ration Finance and the Theory of Investment," American Economic Review
(June 1958): 261-97; "Taxes and the Cost of Capital: A Correction," The
American Economic Review (June 1963): 433-43; and M. Miller, "Debt and
Taxes," Journal of Finance (May 1977) : 261-75.
' The term "leverage" is synonymous with "gearing" as it is used in U.K. finan-
cial literature.
' Some examples include R. S. Hamada, "The Effect of the Firm's Capital
Structure on the Systematic Risk of Common Stocks," Journal of Finance (May
1972): 435-52; R. Masulis, "Effects of Capital Structure Change on Security
Prices" (Ph.D. thesis, The University of Chicago, 1977)
; J. Warner, "Bank-
ruptcy, Absolute Priority, and the Pricing of Risky Debt Claims," Journal of
Financial Economics (May 1977): 239-76; and J. F. Weston, "A Test of
Capital Propositions," Southern Economic Journal (October 1963) : 105-12.
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decisions relating to debt policy. Is there great diversity in their beliefs
about the effect of debt on the firm's capital structure? Do practitioners
believe in an optimal debt level? If so, is there similarity across firms,
across industries, or even perhaps across international boundaries? The
purpose of this paper is to provide insight into these and related ques-
tions of financing policies by comparing the results of surveys of United
Kingdom (U.K.) companies with the results of a prior U.S. study.*
The data are the product of questionnaires sent to the managing
directors of the three hundred largest U.K. limited companies which
were listed in the 1982 edition of the Times 1000 and which were not
controlled by foreign management groups.^ On the latter point, Exxon
and Shell, for example, were considered to be influenced by policies
derived outside the British management environment and were, there-
fore, not included in the survey. This policy of exclusion meant that
38 percent of the top five hundred firms listed by turnover (sales) were
not sent inquiries in order to make the study comparable with the Scott
and Johnson survey of large American firms.®
Seventy-three firms responded to the survey. Of these, sixty-one com-
pleted questionnaires. The balance of responses consisted of letters and
comments either providing insufficient information or declining to reply
because of management or board policy. The usable replies thus pro-
vided a response rate of 20.3 percent. This compares favorably with
the 21.3 percent response rate achieved by Scott and Johnson, although
neither rate is particularly outstanding. These rather limited response
levels have become the rule rather than the exception in academic
research for a number of reasons." The authors found it both interesting
and encouraging, however, that 50 percent of those responding to the
survey indicated a willingness to discuss their answers.^
The paper contains five sections. First, it analyzes a series of questions
to ascertain whether firms do subscribe to the concept of optimal
leverage. Then it examines a distribution of leverage targets and seeks
to identify factors which influence such target levels. The third section
explores alternative definitions of debt capacity while section four
* D. F. Scott, Jr. and D. J. Johnson, "Financing Policies and Practices in Large
Corporations," Financial Management (Summer 1982) : 51-59.
° Turnover (or sales) ranged in size from £17 billion for the largest firm to £50
million for the smallest firm. In dollar equivalents, this approximates a range of
$27 billion to $80 million per annum.
* Scott and Johnson, "Financial Management."
' Ibid., for elaboration on this point.
* Checking for nonresponse bias revealed no difference by size in companies re-
plying to the questionnaire. All companies not responding to the first mailing
were approached a second time. Again, although the secondary response was very
limited, there was no observable bias.
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outlines how leverage is defined and measured by responding firms.
The paper concludes with a commentary on the empirical findings.
OPTIMAL LEVERAGE
A large majority of responding executives apparently agree with the
assertion that capital structure is extremely important because of its
effect on the market value of ordinary shares. ° The respondents were
asked three questions concerning the relationship between the cost of
capital and capital structure. In each instance, at least 90 percent in-
dicate a belief that leverage and capital costs are closely related. They
accept that a "proper" amount of debt results in a lower overall cost
of capital to the company and that the use of an excessive amount of
debt eventually results in an increase in the cost of debt. Also, 93 per-
cent believe that the use of an excessive amount of debt will eventually
result in the market price of their company's ordinary shares being
adversely affected. These results are consistent with those reported by
Scott and Johnson for American executives. So, regardless of both
empirical and theoretical debate on the issue, practicing executives
unquestionably follow the traditional view regarding financial structure.
ACCEPTABLE LEVERAGE TARGETS
It is one thing to believe that there may be an optimal degree of lever-
age and quite another to practice it. Consequently, the authors were
interested in the level of leverage perceived to be optimal by the
British firms, and the factors influencing their perceptions.
Participants were asked about their firm's target proportion of long-
term debt to all long-term sources of financial capital. Exhibit 1 reports
the results of that question. Both U.K. and U.S. results are given be-
cause of their apparent difTerences. Note first that a relatively large
number of U.K. executives (31 percent) did not respond to this ques-
tion compared with the Scott and Johnson response sample of 9 percent.
Second, the distribution of target ranges for the U.K. sample is less
symmetrical than that for the larger U.S. sample. Although the modal
classes are similar, the target ranges for U.K. firms are more widely
dispersed: 0-20 versus 46-50. The authors believe that these results are
not inconsistent with those of Scott and Johnson in that they tend to
demonstrate that most U.K. companies actively set target debt ratios.
The conflict in dispersion and the number of nonresponses to the ques-
tion suggest, however, the possibility of some degree of behavioral dif-
' R. J. Briston, The Stock Exchange and Investment Analysis (London: George
Allen & Unwin Ltd., 1970), p. 331.
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Exhibit 1. Participant Firm's Target Proportion of Long-Term
Debt to All Long-Term Sources of Financial Capital
Cumulative
Number Percent
U.K.
(%)
U.S.
perce
U.K.
intage
Range U.K. U.S. U.S.
0-20 7 17 12 8 12 8
21-25 3 19 5 9 17 17
26-30 11 61 18 29 35 46
31-35 6 46 10 22 45 68
36-40 5 27 8 13 53 81
41-45 4 2 53 83
46-50 9 10 15 5 68 88
50-f 1 8 2 3 70 91
No response 19 20 31 9 100 100
Total 61 212 100 100
—
ference. Examination of the factors which might influence U.K. exec-
utive decisions would help to identify these differences.
The respondents were asked to rank, in order of importance, the
institutions which influence the setting of their company's target finan-
cial structure ratios. Exhibit 2 hsts the institutions and analysis of the
respondent results. The rankings may be interpreted as follows: 87
percent of U.K. respondents indicated that internal management was
the greatest influencing factor while 2 percent think internal manage-
ment ranked second in importance. The composite ranking is but a
weighted average of these rankings where the smaller composite rank
is consistent with greater influence on setting acceptable debt levels.
Exh'bit 2. Rank-Ordered Institutional Factors which Influence
the Setting of Participant Company's Target Leverage Ratios
Rank (%) Comp
rank
osite
1 2 ing
Type of influence U.K. U.S. U.K. U.S. U.K. U.S.
Internal management
Merchant bankers
Clearing bankers
Trade creditors
Security analysts
Industry ratios
Other
87
5
5
2
3
85
3
1
1
3
7
2
38
7
2
11
25
7
39
9
4
23
18
1.41
4.03
4.93
6.41
5.03
4.52
6.93
1.31
4.31
5.58
7.11
5.78
5.06
6.84
Total 100% 100%
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Optimal leverage might be expected to depend on such factors as
the leverage of similar firms, the expected rate and stabilit>' of the re-
turn on investment within the firm,, and the acceptability of the assets
of the firm as security- to lenders.^''" Each of these factors is represented
in exhibit 2. Industn,' ratios are for similar firms, expectations are
represented by the influence of internal managemient. and security to
lenders is indicated by the attendon paid to the merchant banking
community. Of course, we recognize that these institutions do not rep-
resent only the assumed factors. Merchant banks ad\ise on market
timing and set the price and method of capital issues. The importance
of these institudons, therefore, might also plausibly be interpreted as a
market factor. Not surprisingly, these three are easily the most impor-
tant influencial factors to setdng appropriate debt levels, both for U.K.
and U.S. enterprises. The degree of importance can, however, be over-
stated. A marked difference bet(.veen f^rst choice, internal management,
and second choice, merchant bankers, exists. That is, internal manage-
ment is by far the principal influence. recei\ing 87 percent of the num-
ber one rankings, while merchant bankers and industry rados are more
similar to one another in relative importance at 38 and 25 percent of
the number two rankings, respectively. Furthermore, a separate ques-
tion was p>osed regarding the specific use of industn.- norms in deter-
mining a financing decision \vhere only 36 percent of the U.K. re-
spondents answered in the affirmative. If this is surprising, the fact that
U.S. respondents replied affirmatively to the same quesdon 53 percent
of the dme appears similarly curious.
Actually, the results m.ake considerable sense. Management, both in
the United Kingdom and the United States, tends to rely principally
on internal judgments, seeking input from the banking communit\', as
well as obscr\'ing the policies of similar firms. Industry- norms may well
be used mainly to confirm financing decisions, however, and may rarely
be referred to if a disagreement exists between the members of the board
and their advisers. Perhaps more to the point, U.K. industries may be
less homogeneous than their U.S. counterparts, in which case manage-
ment is less likely to rely on ''industry"" informadon such as financial
ratios.
Whatever the reasons, this disparity- in use of industn- norms may
well explain much of the difference in the tvvo distribudons of leverage
target ranges discussed earlier. A closer adherence to industry' norms
would surely result in a smaller dispersion of the financial leverage
distribution.
"Ibid., p. 338.
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Respondents were asked if the concept of "systematic risk" as typi-
cally measured by "beta coefficients" affects their financial structure
policy. Theoretically, beta coefficients are more appropriate indicators
of relevant risk than are industry norms. While U.K. firms may not
rely heavily on the latter for guidance, they may well recognize the ad-
vantages of the former. Such is not the case, however, as an over-
whelming "No" was recorded by 85 percent of the executives involved.
A similar response was evident in the Scott and Johnson study,
DEBT CAPACITY
Although, as expected, respondents believe that the proportion of debt
would influence the cost of capital, the importance of the choice of
debt level is unclear. One could, for example, believe that a firm's cost
of capital could be reduced as a result of lower debt and still anticipate
massive debt financing as being reasonable, although suboptimal, at
some "acceptable" price. Consequently, participants were asked if their
firm believes that there is some maximum amount of debt financing
that should not be surpassed and if so, how it is defined. Eighty-five
percent affirmed a belief in the concept of debt capacity. Defining that
capacity was far less straightforward.
The question was open ended, and the responses (summarized in
exhibit 3) ranged widely, from an "impossible to define," to a precise
percent for a given debt ratio. Scott and Johnson had a similar prob-
lem, so their format was used for comparative purposes.
Exhibit 3. Participant Firm Standards for Defining Debt Capacity
Percent using
First 300 First 500 Second 500
Standard U.K. U.S. U.S.
Long-term debt/Total capital 11 29 24
Long-term debt/Net worth 33* 5 23
Long-term debt/Total assets 2 3
Interest coverage 2 5 7
Most adverse cash flow 5 3
Debt covenants 5 5 2
Maintain bond rating 21 6
Industry norm 2 2 3
Other 21** 12 10
No response 21 14 19
Total 100 100 100
* This category includes debt/equity responses.
** "Circumstances" were reported to dictate debt capacity for 13 percent of the total responses.
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Fifty percent of the respondents describe debt capacity in relation
to some level of debt to capital employed. The specific type of debt
(long-term, net, total, or just debt) remains ambiguous, however, as
does the nature of capital (total, equity, net worth, total assets). This
emphasis on capital structure relationships is consistent with the Scott
and Johnson findings, particularly for the second five hundred group,
which is similar in structure to the present sample.
Looking beyond the debt ratios, differences between U.K. and U.S.
environments emerge in the lower half of exhibit 3. For example,
British managers seem relatively less interested in the cash flow and
interest coverage definitions, and relatively more concerned with the
effect of variable economic conditions. Also British executives do not
define debt capacity in terms of bond rating risks while American man-
agers are more prone to do so. This is not surprising since bond rating
of U.K. securities is strictly mechanical and is noncomprehensive in
nature. Maintenance of good capital and income leverage ratios en-
sures reasonable bond ratings in the United Kingdom. By contrast in
the United States, bond ratings are determined by subjective assess-
ment of managerial capability, market potential, and general economic
environment.
LEVERAGE MEASUREMENT
In the section concerning leverage targets, the respondents w-ere offered
specific debt ratios. Later in the debt capacity section, they were given
carte blanche in describing leverage. The result, as mentioned earlier,
was an array of debt-related ratios. Anticipating this ambiguity, the
authors asked several additional questions to illuminate how British
executives define and measure leverage. If it is important to discover
the level at which a company can be regarded as over levered, then
leverage must be measured. The technique of measurement will de-
pend, however, on definition of leverage. ^^
First, the executives were asked if their firm uses some specific
measure of leverage as a constraint on the mix of debt and ordinary
shares employed. Ninety-three percent responded positively to this
question. Then they were asked how their firm measures the degree
of financial leverage used. They were to rank eight alternative measures
of leverage in order of importance. Fortunately, a ninth alternative,
"other," was also provided. The eight alternative leverage measures
were drawn from the Scott and Johnson survey for comparison pur-
poses. Exhibit 4 shows the results of this rank ordering.
» Ibid.
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Exhibit 4. Participant Measures of Financial Leverage
Rank
Corr1posite
iking1 2 3 rar
Measure U.K. U.K. U.K. U.K. U.S.
Debt ratio 5% 15% 31% 7.07 8.43
Long-term debt/Total capital 3 6 8.30 4.05
Common equity ratio 13 6 26 7.02 9.14
Long-term debt ratio 3 6 8.18 8.94
Long-term debt/Net worth 15 9 7.10 6.19
Times-Interest-Eamed 11 46 31 4.93 5.37
Times-Interest plus
Dividend coverage 2 15 7.87 9.06
Cash flow coverage 8.87 8.20
Other 48 9 4.61 8.72
Total 100% 100% 100%
The composite ranking scores demonstrate once again the diversity
of leverage ratios in use across British firms. The lowest score, 4.61, was
achieved by the category, "other," which also garnered 48 percent of
the number-one rankings. Analysis of "other" suggests only that British
executives as a group use a wide variety of definitions for leverage, with
most based on some form of debt ratio as opposed to cash flow or some
measure of relative interest burden. Had the authors felt justified in
squeezing the various "other" debt ratios into one or another of the
five definitions already provided, the times-interest-eamed category
probably would have remained the second choice with the average
ranking of 4.93.
The fact remains that, in spite of the existing policy for U.K. bond
ratings to give equal emphasis to capital and income leverage ratios,
British executives place a higher value on capital leverage ratios when
measuring financial leverage for decision-making purposes. This con-
clusion is consistent with the authors' earlier analysis of debt capacity
(exhibit 3) which demonstrated a marginally greater interest by U.K.
firms in capital leverage information. Since the leverage measurement
alternatives listed in exhibit 4 can be identified as representng either
balance sheet or income statement information, further analysis of this
point is possible as exhibit 5 indicates.
All responses relevant to exhibit 4, including those placed into the
"other" category, were reclassified according to source of financial in-
formation. Although no firm indicated sole reliance on income statement-
based information, fourteen firms or 23 percent of the respondents
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Exhibit 5. Informotion Sources Emphasized by Participants
for Leverage Measurement Purposes
Balance
sheet
based only
Income
statement
based only
Use of
both types Other Total
Number
United Kingdom
United States
14
37 1
45
169
2
5
61
212
Percent
United Kingdom
United States
23
17
74
80
3
2
100
100
use only balance sheet-based debt ratios. A majority of 74 percent,
however, use both sources of information to evaluate leverage risk.
While the overall results are not dissimilar to the U.S. experience, the
greater U.K. emphasis on capital leverage information is evident.
Participants were also asked if their firm's calculations of the various
financial leverage measures allow for any fixed lease payment as a fi-
nancing charge similar to interest expense. Twenty-three percent in-
dicate that their firms do not have lease payment obligations. Of those
that do lease assets, only 36 percent suggest that they adjust for leasing-
based liabilities. This is a marked contrast with the Scott and Johnson
experience where 76 percent of the American respondents did allow
for lease contracts in leverage evaluations.
These results parallel the differences which have existed in the fi-
nancial disclosure requirements of the Council of the Institute of Char-
tered Accountants in England and Wales (CICA) and the Financial
Accounting Standards Board (FASB) as they apply to financial leases.
While the CICA has been slow to offer standards which require ade-
quate recognition of the financial risk inherent in leasing obligations,
FASB No. 13, issued November 1976, spells out in detail the conditions
under which the leases must be capitalized and the procedures for
capitalizing it. It is very tempting to conclude that official statements
of accounting standards committees not only improve financal dis-
closure to the advantage of investors but also focus managements' at-
tention on areas that should be important to them. Hitherto, one might
have felt secure in the belief that managements already were aware of
such matters and that setting accounting standards concerned the flow
of information to outsiders.
Lastly, executives were requested to indicate whether book values
or market values are employed in their leverage computations. No
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doubt, book values are preferred. Ninety percent favored book values,
although 5 percent suggested both book and current values. This latter
tendency is five times as great as the American experience. The present
authors did not pursue just how dual usage was employed analytically.
CONCLUSIONS
It is important to emphasize that these remarks are based on an
analysis of responses made by British executives to a questionnaire con-
cerning financial policies of their respective firms. These participant
firms represent approximately 20 percent of the three hundred largest
British-controlled limited companies traded on the London Stock
Exchange. Generalizations on the total population of British-controlled
firms must at best remain tentative.
Practicing U.K. executives tend to follow the traditional view that the
level of leverage will influence both the overall cost of capital and the
ordinary share price. However, while there is a central tendency toward
a leverage target consistent with the American experience, a great deal
of dispersion in this important policy area exists.
Similarly, while U.K. managers respect the limits of debt utilization,
they have diverse notions as to what constitutes debt capacity and how
it should be measured. They tend to rely more heavily on balance sheet
information than on income-related data when evaluating or setting
debt policy, and such information most frequently remains unadjusted
for the affects on leverage risk of financial leasing arrangements or
changing market values of capital sources.
Overall, one remains impressed by the similarity between U.K. and
U.S. financing policies. For the most part, inconsistency seems to arise
in areas influenced more by domestic realities than marked managerial
independence. The internationalization of financial management policy
is certainly in evidence.
Evaluating Foreign Affiliates: The Impact of
Alternative Foreign Currency Translation Methods
AHMAD HOSSEINI and RAJ AGGARWAL*
The managerial implications of the procedures used for the translation
of foreign currency accounts are receiving renewed interest due to the
continuing instability in foreign exchange markets and increased levels
of foreign trade and international investment. In the current study,
various foreign currency translation methods are analyzed according to
their suitability to appraise foreign affiliate performance.
Evaluation of divisional performance in a multidivision company
ordinarily involves a comparison of the accounting data reporting the
results of division endeavors to an established standard and/or to the
results of other divisions. In a multinational company, some divisions
may be located in foreign countries, and the basic accounting records
of those divisions are usually stated in terms of foreign currencies. In
such a situation, managerial appraisal by corporate headquarters is gen-
erally based on the foreign affiliate's accounting statements that not only
have been made to conform to generally accepted accounting principles
(GAAP) of the home country but have also been translated into the
currency of the headquarters country.^
* Ahmad Hosseini is Associate Professor of Accounting at the University of De-
troit.
Raj Aggarwal is Professor of Finance at the University of Toledo.
The authors acknowledge the assistance and helpful comments of Professor
Eugene L. Zieha of the University of Missouri-Columbia.
* See, for example, Dhia AlHashim, "Internal Performance Evaluation in Ameri-
can Multinational Enterprises," Management International Review, vol. 20, no.
3 (1980) : 33-39; Helen G. Morsicato, Currency Translation and Performance in
Multinationals (Ann Arbor, Mich.: University of Michigan Press, 1980) ; Francis
A. Lees, Reporting Transnational Business Operations (New York: The Con-
ference Board, 1980) ; William Persen and Van Lessing, Evaluating the Finan-
cial Performance of Overseas Operations (New York: Financial Executives Re-
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While accounting standards may prescribe the translation procedure
to be used for financial reporting purposes, there are a number of rea-
sons why a firm may choose a different translation procedure for evalu-
ating its foreign affiliates. One reason for doing so may relate to the
widely held view that the same translation procedure may not be
suitable for all companies and that the use of a uniform but often in-
appropriate translation procedure results in financial statements that
may seriously distort the underlying economic relationships.^ Man-
agerial implications of procedures used to translate foreign currency
accounts are, therefore, very important in the performance evaluation
of foreign affiliates.
This paper investigates the suitability of various foreign currency
translation methods for use by the corporate headquarters in appraising
the divisional performance of overseas affiliates. The translated return
on investment (ROI) for a twelve-year period was selected as the out-
put of a simulation model developed for this study. The computer simu-
lation model is used to evaluate ROIs for sixteen model subsidiaries
with different asset and financial structures and dividend policies. The
simulation analyzed seven different types of exchange rate movements
to evaluate the effects of four different translation methods. It next
examined the resulting 5,376 ROIs to determine which translation
method results in a reported ROI with the least amount of distortion.'
search Foundation, 1980) ; Edward H. Jones, "Decision-Making Based on For-
eign Financial Statements," Financial Executive (February 1981): 32-35; James
Czechowicz, Frederick D. S. Choi, and Vinod B. Bavishi, Assessing Foreign
Subsidiary Performance, Systems, and Practices of Leading Companies (New
York: Business International, 1982) ; and M. E. W. Kelly and G. C. Philippatos,
"Comparative Analysis of Foreign Investment Evaluation Practice by U.S.-Based
MNCs," Journal of International Business Studies (Winter 1982) : 19-42.
* See, for example, Sidney M. Robbins and Robert B. Stobaugh, "The Bent
Measuring Stick for Foreign Subsidiaries," Harvard Business Review (Septem-
ber-October 1973); Raj Aggarwal, "FASB No. 8 and Reported Results of
Multinational Operations: Hazards for Managers and Investors," Journal of
Accounting, Auditing, and Finance (Spring 1978): 197-216; Marjorie T. Stan-
ley and S. B. Block, "Response by U.S. Financial Managers to FAS No. 8,"
Journal of International Business Studies (Fall 1978): 89-99; and James A.
Schweikart, "We Must End Consolidation of Foreign Subsidiaries," Management
Accounting (August 1981): 15-18.
* Several studies show that most companies in the United States use ROI to
evaluate their domestic and overseas divisional investments. These studies also
found that most MNCs evaluate their foreign operations using exactly the same
basis as their domestic counterparts. See National Association of Accountants,
"Return on Capital as a Guide to Managerial Decisions," Research Report Num-
ber 33 (New York: NAA, 1959), Edward C. Bursk et al., Financial Control of
Multinational Operations (New York: Financial Executives Research Founda-
tion, 1971) ; Robbins and Stobaugh, "Bent Measuring Stick"; Richard F. Vancil,
Decentralization: Managerial Ambiguity by Design (New York: Financial Ex-
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This study concludes that no one translation method is most ap-
propriate or yields significantly superior results in all circumstances.
The temporal method, however, was found generally to result in the
greatest level of distortion in reported ROI, while the all-current
method generally resulted in the smallest amount of distortions in re-
ported ROI. The results of this study should be useful in understand-
ing how the translated ROI is affected by other factors such as the
company's asset composition, capital structure, and the pattern of
movement of exchange rates.
PERFORMANCE EVALUATION IN AN MNC
Performance evaluation of foreign subsidiaries is a complex issue. The
environment for international operations is generally not as uniform
as that for domestic operations; for example, multinational corpora-
tion (MNC) affiliates operate in environments of greatly varymg in-
flation rates, as well as differing economic, political, and social
elements. Performance evaluation of foreign affiliates may also be com-
plicated by the use of transfer prices to minimize taxes or to transfer
funds between affiliates. Furthermore, by distorting the underlying
economic relationships, the translation of foreign affiliate accounts
in an environment of changing exchange rates further complicates the
process used for performance evaluation in an MNC*
One of the major problems facing the performance evaluation process
in an MNC is that the foreign affihate's records and accounts must be
in local currencies and must conform to local accounting principles,
standards, and procedures, while the parent company of most MNCs
must consolidate and report all foreign affiliate accounts in common
currency and in conformance with a single set of accounting principles,
standards, and procedures. A common currency and conformance to
the same set of accounting standards are generally also necessary to
ecutives Research Foundation, 1979) ; Morsicato, Currency Translation; and
Peter Brownell, "The Role of Accounting Data in Performance Evaluation,
Budgetary Participation, and Organizational Effectiveness," Journal of Account-
ing Research (Spring 1982): 12-27.
* A complete discussion of the problems of evaluating foreign affiliates is beyond
the scope of this paper, especially since they have been discussed extensively
elsewhere. The focus of this paper is the impact of the translation procedure
used on performance evaluation for a foreign affiliate. For a more complete
discussion of the problems in evaluating foreign affiliates, see, for example,
Robbins and Stobaugh, "Bent Measuring Stick"; AlHashim, "Internal Per-
formance Evaluation"; Persen and Lcssing, Overseas Operations; Brownell,
"Accounting Data"; and Czechowicz, Choi, and Bavishi, Foreign Subsidiary
Performance.
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facilitate the forecasting, monitoring, and comparison of the operating
results of these various foreign subsidiaries.^
Several different procedures have been developed for translation of
foreign subsidiary accounts for financial reporting purposes. Four of
these have received significant attention. Although a comprehensive
review of these methods is beyond the scope of the paper, the follow-
ing paragraphs present a brief description.®
The Current-Noncurrent Method
This method is the traditional method first recommended by the Amer-
ican Institute of Certified Public Accountants (AICPA) in 1931 and
restated in Chapter 13 of its Accounting Research Bulletin No. 43. Ac-
cording to this method, the balance sheet classification of assets and
liabilities determines the exchange rate that should be employed in
translation. Current items are to be translated at the current exchange
rate, while noncurrent items are to be translated at the historical rate,
that is, the rate which existed when the asset or liability was originally
recorded.
Revenue and expense items, except depreciation and other similar
balance sheet-related expense items, are translated at the average ex-
change rate for the accounting period. Depreciation expense is trans-
lated at the historical rate applied to the asset being depreciated. Any
exchange gain is deferred while the exchange loss is applied against any
deferred gain, and, if there is no deferred gain, the loss is included in
the current period income statement.
The Monetary-Nonmonetary Method
This method was first discussed widely in the 1950s and was further
publicized by the National Association of Accountants in its 1960 Re-
* A number of empirical studies have confirmed these requirements and prefer-
ences of MNC headquarters regarding the reporting and use of foreign affiliate
accounts including the classic empirical studies by J. M. Mclnnes, 'Tinancial
Control Systems for Multinational Operations: An Empirical Investigation,"
Journal of International Business Studies (Fall 1971): 11-28; and Robbins and
Stobaugh, "Bent Measuring Stick" that found that most U.S.-based MNCs use
U.S. dollar information to evaluate a foreign division's performance. Similar
results have been obtained in more recent surveys of MNC evaluation by Morsi-
cato, Currency Translation; Persen and Lessing, Overseas Operations; Czechno-
wicz, Choi, and Bavishi, Foreign Subsidiary Performance; and Kelly and Philip-
patos, "Foreign Investment Evaluation Practices."
* For details of these four different translation procedures, see, for example,
Leonard Lorensen, "Reporting Foreign Operations of U.S. Companies in U.S.
Dollars," Accounting Research Study No. 12 (New York: American Institute of
Certified Public Accountants, 1972); Aggarwal, "FASB No. 8"; and Morsicato,
Currency Translation.
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search Report No. 36. This method uses the monetary characteristics of
assets and liabilities as the basis for selecting an appropriate exchange
rate for translation. Assets and liabilities are considered monetary if
they are expressed in terms of a fixed number of currency units. Cash,
accounts receivable, and accounts payable are examples of monetary
items. According to this method, monetary items are translated at the
current rate, while nonmonetary items are translated at the historical
rate. The translation of income statement items and the treatment of
exchange gain or loss under this method are similar to those under the
current-noncurrent method.
The Temporal Method
The temporal method was recommended in the 1972 AICPA research
study by Leonard Lorensen. This method recognizes that the account-
ing principle used to measure assets and liabilities should not be
changed as a result of the translation process. For example, inventories
recorded at cost in the foreign statements are translated at the exchange
rate that existed when the asset was acquired. If the inventories were
recorded at current market value, however, a current exchange rate at
the balance sheet is used to translate the account.
According to this method, the current rate should be used to translate
all monetary items and those nonmonetary balance sheet items which
are not reflected at their historical cost but are carried on a current
value basis. When translating nonmonetary balance sheet items carried
at historical cost, the appropriate historical rate should be used. In-
come statement items are translated in a manner similar to that under
the current-noncurrent method. Financial Accounting Standard No. 8
issued by the Financial Accounting Standards Board (FASB) in 1975
was based on this method. FAS No. 8 required that translation gains
and losses be recognized immediately in the income statement.
The All-Current Method
This method, first proposed by the English and Scottish Institutes of
Chartered Accountants and the basis for Financial Accounting State-
ment No. 52, translates all assets and liabilities at the current exchange
rate in effect at the balance sheet date. Under FAS No. 52, the trans-
lation of balance sheet accounts depends on the functional currency
of the foreign affiliate. For example, if the functional currency is the
local currency, the balance sheet is translated using the all-current
method. If the functional currency is the U.S. dollar, however, the
balance sheet is translated using procedures substantially under FAS
No. 8. Income statement accounts are translated in a manner similar
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to that under the current-noncurrent method. Under FAS No. 52,
translation gains and losses need not be included in reported income
and can be shown as adjustments to a separate category of the equity
account.
Thus, as this brief discussion indicates, at least four difTerent trans-
lation procedures may be used to translate various local currency
foreign affiliate accounts to accounts denominated in a common cur-
rency for worldwide performance evaluation. These different account-
ing procedures for the translation of foreign affiliate financial state-
ments, however, usually provide different and sometimes conflicting
results when applied to the same set of foreign currency accounts. In
the process of translating foreign statements, a local currency profit may
decrease or change into a loss or, vice versa, a loss in terms of the local
currency may change into profit when translated into U.S. dollars.''
In view of these differences in translation procedures, which of the
many translation methods is most suitable for calculating the ROI used
in the appraisal and control of foreign operations: the temporal
method, the monetary-nonmonetary method, the current-noncurrent
method, or the all-current method? This study investigates the impact
of using these different translation methods on the evaluation and re-
ported financial performance of a foreign affiliate. More specifically,
under what conditions will a translation method result in a reported
ROI with the least amount of distortion?
RESEARCH METHODOLOGY
A simulation model was used to examine the usefulness of translated
ROIs as a measure of performance evalaution for MNC foreign affili-
ates under each of the four different translation procedures outlined
earlier.* As a first step, local currency financial statements of an affiliate
were generated using Zieha's accounting model designed to output a
series of balance sheets and income statements on a "what if" basis.
This model consists of accounting identities depicting the operation of
a typical manufacturing firm. For example, the model assumes that
sales are a fixed percentage of the gross fixed assets, that most costs are
a fixed percentage of sales, and that depreciation is 10 percent of fixed
' See, for example, Aggarsval, "FASB No. 8" ; Morsicato, Currency Translation;
and Schweikart, "Consolidation of Foreign Subsidiaries."
' The use of simulation procedures in accounting research seems to be well ac-
cepted. See, for example, Yaw M. Mensah and L. F. Biagioni, "The Predictive
Ability of Financial Ratios Using Alternative Translation Methods for Foreign
Currency Financial Statements: A Simulation Study," International Journal of
Accounting (Fall 1980): 221-45.
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assets. Thus, in this first step, the model is used to generate the local
currency accounts for a foreign affiliate.®
There may, however, be substantial differences in the translated
results for subsidiaries with different financial structures, operating
policies, and other characteristics. For instance, under most translation
methods, a highly levered subsidiary tends to generate smaller transla-
tion losses or gains for the same change in the exchange rate than does
a subsidiary financed solely with equity since in such a case, the exposed
liabilities balance more of the exposed assets. Similarly, a subsidiary
with a large amount of working capital will be affected more by changes
in the exchange rate than a subsidiary with a smaller amount of work-
ing capital. To account for these variations, the current study adapts
and significantly extends Zieha's basic accounting model by undertaking
appropriate computer programming to accomplish the goals of this
research. The extended model is used to generate the local currency
financial statements for foreign affiliates with varying levels of debt,
fixed assets, and working capital. In addition to these adaptations, the
model was also extended to translate foreign affiliate accounts for each
of the four different translation methods and to generate and use seven
different exchange rate patterns.
The internal rate of return (IRR) is used as a criterion to evaluate
the translated ROI generated by the simulation model." The IRR for
each of the model subsidiaries used in this research is computed based
on the original dollars invested by the MNC in the subsidiary, the dollar
amounts of dividends received each year during the assumed twelve-
year life of the subsidiary, and the dollar amounts received as a result
of selling the subsidiary at its net worth at the end of this twelve-year
period. The internal rate of return from each subsidiary, therefore,
depends on the exchange rate at the time the subsidiary is purchased,
the rate at the times when the dividends are paid, and the rate at the
* See Eugene L. Zieha, "An Accounting Model for Business Policy Analysis—
Series 70, Program 714" (teaching material, University of Missouri at Columbia,
n.d.).
"* One characteristic of investments in fixed, productive assets is that the returns
which they promise are likely to extend over fairly long spans of time. There-
fore, in approaching investment decisions, it is necessary to employ techniques
that recognize the time value of money. A technique which gives full recognition
to the time value of money is internal rate of return (IRR). The international
rate of return can be defined as the true interest yield promised by an investment
project over its useful life. Because of this fact, this return is used as the criterion
to evaluate the translated ROIs obtained under each of the four translation
methods. For a further discussion of this topic see, for example, NAA, "Return
on Capital"; Vancil, Decentralization; and Kelly and Philippatos, "Foreign
Investment Evaluation Practices."
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time the subsidiary is sold. The IRR so calculated is used to evaluate
the translated ROIs obtained by comparing the sum over twelve years
of the absolute values of the percentage deviation of the ROI from the
internal rate of return.
Exhibit 1 describes briefly the financial structure, asset composition,
and dividend policies of the sixteen different types of foreign affiliates
considered in this study. Foreign affiliate types are distinguished by their
dfferent levels of debt (0, 20, or 40 percent of total assets), capital
intensity (fixed assets at 30 percent or 70 percent of total assets), in-
ventory as a proportion of current assets (70 percent or 30 percent),
Exhibit 1. Description of Subsidiary Types
No. 1: Company has no debt, pays no dividend, 70 percent of its total assets
are inventories, and 30 percent of its current assets are inventories.
No. 2: Company has no debt, pays dividend, 70 percent of its total assets are
fixed assets, and 30 percent of its current assets are inventories.
No. 3: Company has no debt, pays no dividend, 70 percent of its total assets
are fixed assets, and 70 percent of its current assets are inventories.
No. 4: Company has no debt, pays dividend, 70 percent of its total assets are
fixed assets, and 70 percent of its current assets are inventories.
No. 5: Company has no debt, pays no dividend, 30 percent of its total assets
are fixed assets, and 30 percent of its current assets are inventories.
No. 6: Company has no debt, pays dividend, 30 percent of its total assets are
fixed assets, and 30 percent of its current assets are inventories.
No. 7: Company has no debt, pays no dividend, 30 percent of its total assets
are fixed assets, and 70 percent of its current assets are inventories.
No. 8: Company has no debt, pays dividend, 30 percent of its total assets are
fixed assets, and 70 percent of its current assets are inventories.
No. 9: Company has large debt, pays no dividend, 70 percent of its total
assets are fixed assets, and 30 percent of its current assets are inventories.
No. 10: Company has large debt, pays dividend, 70 percent of its total assets
are fixed assets, and 30 percent of its current assets are inventories.
No. 11: Company has large debt, pays no dividend, 70 percent of its total
assets are fixed assets, and 70 percent of its current assets are inventories.
No. 12: Company has large debt, pays dividend, 70 percent of its total assets
are fixed assets, and 70 percent of its current assets are inventories.
No. 13: Company has large debt, pays no dividend, 30 percent of its total
assets are fixed assets, and 30 percent of its current assets are inventories.
No. 14: Company has large debt, pays dividend, 30 percent of its total assets
are fixed assets, and 30 percent of its current assets are inventories.
No. 15: Company has large debt, pays no dividend, 30 percent of its total
assets are fixed assets, and 70 percent of its current assets are inventories.
No. 16: Company has large debt, pays dividend, 30 percent of its total assets
are fixed assets, and 70 percent of its current assets are inventories.
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and by their policy with regard to the payment of dividends (0 or 100
percent) . Thus, the study is able to evaluate most major types of vari-
ations typically found among the foreign affiliates of an MNC. Simi-
larly, exhibit 2 briefly describes the seven patterns of exchange rate
changes considered in this study. Again, the objective was to capture
and represent the essence of the patterns of variations in exchange rates
that are most commonly found to occur in practice. Thus, the simula-
tion model developed and used in this study is normative, and, while it
does not try to approximate the behavior of an actual firm, it provides
useful results in assessing the impact of using alternative translation
procedures on the evaluation of foreign affiliates.
In this study, the operations of each of the sixteen types of foreign
affiliates are simulated over a twelve-year period. Translated ROIs are
calculated for each of the twelve years using each of the four transla-
tion procedures under the seven different patterns of exchange rate
movement. Thus, the simulation model used in this study made 5,376
calculations (16 affiliate types X 12 years X 7 exchange rate patterns
X 4 translation methods) . Absolute deviations of the ROIs from the
IRR are calculated for each of the 448 (16 X 7 X 4) cases obtained
when the sixteen subsidiary types are evaluated for each of seven ex-
change rate patterns for each of the four translation procedures. These
overall results are presented in exhibit 3 and form the basis of the
analysis presented in the next section.
Exhibit 2. Patterns of Exchange Rate Movement Examined
Set 1: The value of foreign currency remains constant during the 12-year
period.
Set 2: The value of the foreign currency strengthens by 50 percent at the
beginning of year 3. Then it remains stable at the new level for the remaining
life of the simulation.
Set 3: The value of the foreign currency deteriorates by 50 percent at the
beginning of year 3. It remains stable at the new level for the remaining life
of the simulation.
Set 4: The value of foreign currency strengthens by a constant percentage
( 10 percent) every year during the 12-year simulated life.
Set 5: The value of foreign currency deteriorates by a constant percentage
(10 percent) every year during the 12-ycar simulated life.
Set 6: The value of foreign currency initially strengthens and then de-
teriorates by a constant percentage (10 percent) during the life of the simu-
lation.
Set 7: The value of foreign currency initially deteriorates and then strength-
ens by a constant percentage ( 10 percent) during the life of the simulation.
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ANALYSIS OF THE RESULTS
In this study, the reported ROI is analyzed in relation to the three
major factors considered to be the major causes of distortion in reported
profit performance and reported ROI for foreign affiliates. These
three major factors are (1) translation method used to translate the
foreign affiliate financial statements; (2) the nature of the firm's
balance sheet, particularly its working capital and fixed asset composi-
tion, and its capital structure and dividend payment policies; and (3)
the pattern of exchange rate movement.
While it is not possible to reduce to a few broad generalizations the
manner in which each of these factors influences the reporting of foreign
operations, the authors plan to develop in this paper a basis for under-
standing the impact of these factors on the performance measurement
process in an MNC.
To understand how the use of a particular combination of the trans-
lation method, the foreign affiliate structure, and the pattern of ex-
change rate changes distort the reported ROI, the impact of the trans-
lation on both the numerator and the denominator of the ROI ratio
must be explained. In calculating the ROI, the numerator is the sub-
sidiary's translated net income while the denominator is the translated
equity of the subsidiary. The exchange loss or gain resulting from the
translation changes the numerator of the ROI calculation. The ex-
change gain or loss resulting from a change in foreign currency has two
principal components,^ ^ the first consisting of the loss or gain which
results from balance sheet accounts translated at the current exchange
rate. The second component consists of the impact of income statement
items translated at the historical rate of exchange, that is, items such as
depreciation on fixed assets that are related to balance sheet accounts
translated at the historical exchange rate change. The denominator of
the ROI calculation, the translated net equity of the foreign subsidiary,
is also impacted by the translation procedure used since the net equity
is the difference between the translated value of the assets and the
translated value of the liabilities. Changes in exchange rates impact the
translated value only of the assets and liabilities that are translated at
the current rate and, therefore, are considered exposed. The translation
method, by indicating the balance sheet accounts that must be trans-
lated at the current rate, determines the net exposure of a foreign sub-
sidiary and the translated value of its equity. Thus, the translation
" It should be noted that in this study, all four of the translation methods result
in the same twelve-year total translation gain or loss as far as balance sheet
translations are concerned, and the difference between the methods relates only
to the timing of its recognition.
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method used impacts both the numerator and denominator of the
reported ROI.
Impact of the Translation Procedure
As discussed previously, the four translation methods undertaken for
analysis in this study are the all-current, temporal, current-noncurrent,
and monetary-nonmonetary methods. The ROIs generated by each
of the four translation procedures are assessed for each of the 112 cases
obtained when the sixteen subsidiay types are evaluated for each of the
seven exchange rate patterns. The results are presented in exhibit 4.
Exhibit 4. Distortion Levels with the Four Translation Methods
for Different Patterns of Exchange Rate Changes
Pattern of exchange rate changes
Translation methods 1 2 3 4 5 6 7 Overall
The ALL-CURRENT Method
The least distortion 50 100 100 36
The most distortion 50 25 100 88 38
Neither the least nor the
most distortion 50 25 12 12
No difference in distortion 100 14
TOTAL % 100 100 100 100 100 100 100 100
The TEMPORAL Method
The least distortion 31 88 37 22
The most distortion 50 12 100 75 34
Neither the least nor the
most distortion 50 69 63 25 30
No difference in distortion 100 14
TOTAL % 100 100 100 100 100 100 100 100
The CURRENT-
NONCURRENT Method
The least distortion 25 12 50 12 14
The most distortion 75 12 88 25 28
Neither the least nor the
most distortion 75 13 100 38 75 44
No difference in distortion 100 14
TOTAL % 100 100 100 100 100 100 100 100
The MONETARY-
NONMONETARY Method
The least distortion 75 31 25 44 25
The most distortion
Neither the least nor the
most distortion 25 69 75 56 100 100 61
No difference in distortion 100 14
TOTAL % 100 100 100 100 100 100 100 100
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These results should be of interest to a security analyst or manager
who is comparing companies or subsidiaries with different asset and
capital structures or different dividend policies.
For a given translation method and a given exchange rate pattern,
the data presented in exhibit 4 indicate the percentage of cases when
that translation method was ranked the best, worse, or in-between in
terms of the level of distortion in the translated ROI. For example, for
the exchange rate pattern number 4, the temporal method gave the
least amount of distortion for fourteen of the sixteen subsidiary types
(88 percent). For the exchange rate pattern number 6, however, this
method resulted in the largest amount of distortion in reported ROI for
all sixteen subsidiary types.
The results in the overall column of this table indicate that in 36
percent of the 112 cases, the all-current method gives the best results.
When this result is compared to the results obtained for other transla-
tion procedures, it is clear that the reported ROI under the all-current
method gave rise to the lowest level of distortion in most cases. The
monetary-nonmonetary method, which achieved the second highest
rating in this regard, resulted in the least amount of distortion in 25
percent of the cases. An examination of the "most distortion" figures in
exhibit 4 reveals that the all-current method also achieved the highest
rating in this category since in 38 percent of the cases this method
resulted in the most amount of distortion. The temporal method, which
had the second highest rating in this category, resulted in the highest
level of distortion in 34 percent of the cases. It should be noted that in
16 of 112 cases shown in exhibit 4, a translation method could not be
classified having either the least or the most distortion. These 16 cases
refer to the situation under exchange rate set 1 when the foreign
currency is stable and does not change over the twelve-year period
examined. In this situation, all translation methods resulted in the same
level of distortion. Thus, it seems that there is no one method of trans-
lation that can clearly be demonstrated to the best method on an over-
all basis.
Impact of the Exchange Rate Pattern
Since no one translation procedure seems to be the best on an overall
basis, an examination of the influence of the type of exchange rate
pattern on the level of distortion for a given subsidiary type for each
of the four translation procedures might be useful. Exhibits 5 and 6 pre-
sent a classification of the sixteen subsidiary types that give the least
(exhibit 5) and the most (exhibit 6) levels of distortion in reported
ROI for each of the seven patterns of exchange rate changes under
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Exhibit 5. Subsidiary Structures for Wliich a Translation
Metliod Gives tlie Least Distortion
Translation method
Exchange rate
pattern
All-
current Temporal
Current-
noncurrent
Monetary-
nonmonetary
A. Exchange rate
strengthening:
a. Set-2 — — 2,3,4,11 1,5,6,7,
8, 9, 10, 12,
13, 14, 15, 16
b. Set-4 1,2,3,4,5,
6, 7, 8, 9*,
11*, 13, 14,
15, 16
9*, 10, 11*, 12
B. Exchange rate
weakening:
a. Set-3 5, 6, 7, 8,
13, 14, 15,
16
1*, 3*, 10* 2, 3*, 4 1* 3*,9,10*
11, 12
b. Set-5 — 10*, 12, 13*,
14*, 15*, 16*
1,2,3,4,
5, 6, 7, 8
9, 10*, 11, 13*,
14*, 15*, 16*
C. Exchange rate
fluctuating:
a. Set-6 1,3,5,6,
7, 8, 9, 10,
11, 12, 13,
14, 15, 16
— 2,4 —
b. Set-7 1,2,3,4,5, -
6, 7, 8, 9, 10,
11, 12, 13, 14,
15, 16
* More than one method is ranked the same for this subsidiary type.
each of the four translation procedures. As exhibit 5 indicates, for
example, the all-current method results in the least level of distortion
in reported ROI for all sixteen subsidiary types under the fluctuating
exchange rate set number seven. This method also gives the least
amount of distortion under the other pattern of fluctuating exchange
rates (number six) for all subsidiary types except two and four v^hen
the current-noncurrent method is best. Similarly, the data in exhibit 6
indicate that under the fluctuating exchange rate set six, the temporal
method is worst for all sixteen subsidiary types. Again, the only general
conclusion that can be drawn from exhibits 5 and 6 is that the nature
of the exchange rate pattern greatly influences the choice of tlie trans-
lation method for the least amount of distortion.
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Exhibit 6. Subsidiary Structures for Which a Translation
Method Gives the Most Distortion
Translation method
Exchange rate Current- Monetary-
pattern All-current Temporal noncurrent nonmonetary
A. Exchange rate
strengthening:
a. Set-2 1, 2, 3, 4, 9 5, 6, 7, 8, 13, — —
10,11,12 14,15,16
b. Set-4 1,2,3,4,5, _ _ _
6, 7, 8, 9,
10, 11, 12,
13, 14, 15, 16
B. Exchange rate
weakening:
a. Set-3 1,2,3,4 — 5,6,7,8, —
9, 10, 11, 12,
13, 14, 15, 16
b. Set-5 1,2,3,4,5, — 10, 12 —
6, 7, 8, 9,
11, 13, 14, 15,
16
C. Exchange rate
fluctuating:
a. Set-6 — 1,2,3,4,5, — —
6, 7, 8, 9,
10, 11, 12,
13, 14, 15, 16
b. Set-7 — 1,2,3,4,5, 9,10,11,12 —
6, 7,8, 13,
14, 15, 16
Role of the Balance Sheet Structure
A major factor affecting the reported ROI for the subsidiary of an
MNC is the composition of the subsidiary's working capital and its
capital structure. For example, if assets translated at the current rate
exceed the liabilities translated at the current rate, then with a foreign
devaluation (revaluation), the firm faces an immediate translation
loss (gain) when its foreign accounts are translated (using any transla-
tion method)
.
Therefore, the impact of a change in the composition of
the subsidiary balance sheet on the degree of distortion in the translated
ROI is examined next.
The information presented in exhibits 7, 8, and 9 illustrate the an-
swers to the following three questions: (1) What is the impact of a
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Exhibit 7. Relative Distortion witli tite Four Translation
Methods for the Two Levels of Debt Capital
Translation method
Current- Monetary-
All current Temporal noncurrent nonmonetary
No With No With No With No With
Relative debt debt debt debt debt debt debt debt
distortion (Percentages) (Percentages) (Percentages) (Percentages)
Least distortion 34 36 16 7 32 5 32 37
Most distortion 41 32 38 29 7 22 7 2
Neither the least
nor the most 25 32 46 64 61 73 61 61
100 100 100 100 100 100 100 100
change in the debt structure of the subsidiary on the reported ROI
under difTerent translation methods (exhibit 7)? (2) What is the im-
pact of a change in the proportion of current assets on the reported
ROI under each of the four translation methods (exhibit 8) ? and (3)
What is the impact of a change in the level of inventories as a propor-
tion of a firm's current assets on the reported ROI under a difTerent
translation method (exhibit 9)?
To examine the effect of foreign affiliate debt financing on translated
ROI, two different subsidiary structures were assumed. This assumption
was made because holding size constant, a highly debt-levered subsidiary
will be less affected by changes in the exchange rate than a subsidiary
financed with equity, since it is likely to have a smaller net exposure.^^
Under the first group of eight subsidiary structures chosen in this re-
search, the subsidiaries are assumed to have no debt in the composition
of their balance sheet. Subsidiary types 1 through 8 are classified in this
group. Under the second group of eight subsidiary structures, part of
the total subsidiary financing is assum.ed to have been provided through
local borrowing. Thus, subsidiary types 9 through 16 have some local
currency debt in their balance sheets. In addition, to facilitate compari-
son, each of the eight subsidiaries in the first set is paired with one of the
subsidiaries in the second set. Each pair has the same asset composition
and the same level of total assets. For example, subsidiary type 1 is
exactly the same as subsidiary type 9 in terms of asset composition; the
" Since only debt that must be repaid in foreign currency is subject to transla-
tion, debt denominated in the parent company currency can be considered as
equity for the purposes of this analysis.
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only difference between these two subsidiary types is the existence of
debt in the capital structure of subsidiary type 9, while subsidiary type
1 has no debt in its capital structure. The same relationship exists be-
tween subsidiary types 2 and 10, subsidiary types 3 and 11, 4 and 12,
5 and 13, 6 and 14, 7 and 15, and 8 and 16.
As the figures presented in exhibit 7 indicate, the level of debt in
a subsidiary's capital structure can have a major impact on the degree
of distortion in reported ROI under a given translation procedure. For
example, exhibit 7 indicates a remarkable shift in the ranking of the
current-noncurrent method of translation, and, when the subsidiaries
have no debt in their capital structure, this method results in the lowest
level of distortion in reported ROI for 32 percent of the cases; it also
results in the highest level of distortion in 7 percent of the cases, while
in 61 percent of the cases, it is neither the best nor the worst method.
When debt is added to the subsidiary's capital structure, however, these
percentages changed drastically to 5, 22, and 73 percent, respectively.
On the other hand, the ranking for the all-current and the monetary-
nonmonetary methods change little when debt is added to the sub-
sidiary capital structure.
On an overall basis, at least two conclusions can be drawn from the
information in exhibit 7. First, variations in the capital structure of a
subsidiary can have a significant impact on the degree of distorton in
the translated ROI. Second, the impact of this variation on the foreign
affiliate capital structure is not uniform for the four translation meth-
ods, being the worst for the current-noncurrent translation method.
To examine the effect of the level of inventories on translated ROI,
the sixteen subsidiary types were once again grouped into two cate-
gories of eight subsidiary types, each based on two different levels of
inventory. In each of the eight pairs of subsidiary types, the first sub-
sidiary type has a small amount of inventory in the composition of its
balance sheet and the second subsidiary type a large portion of its cur-
rent assets in the form of inventories. Thus, both subsidiary types in
each pair are the same in all other financial aspects except the level of
their inventories. Exhibit 8 presents the impact of a translation method
on reported ROI when the level of inventory is changed.
As can be seen in exhibit 8, the usefulness of the temporal method
and of the monetary-nonmonetary method was most affected by the
exchange rate when the level of inventory changed. Under the temporal
method, only cash, accounts receivable, and marketable securities are
translated at current rates. Under this method, when the level of in-
ventory increases, the subsidiary's proportion of exposed assets will de-
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Exhibit 8. Relative Distortion in Reported RO) with the Four
Translation Methods for Two Levels of Inventory
Translation: method
Current- Monetarv'-
All-current Temporal noncurrent nonmoneLar>'
Small Large Small Large Small Large Small Large
Relative inven. inven. inven. inven. mven. mven. mven. mven.
distortion Percentages; Percentages
,
Percentages, 'Percentages)
Least distortion 34 34 21 14 13 16 29 21
Most distortion 38 38 32 32 14 14
Neither the least
nor the most 23 28 47 54 73 70 71 79
100 100 100 100 ICO 100 ICO 100
crease, and its net level of exposed monetarv- liabilities will increase. ^^
Therefore, the level of inventon^ affects the reported ROI tinder the
monetar>'-nonmonetar\- and the temporal translation methods.
As the data presented in e.xhibit 8 also indicate, when the all-current
method of translation is used, there are no changes in the usefulness
of the translated ROI, even with different le\'els of inventor,-. Similarly,
there was very little difference in the ranking of the current-noncurrent
method when the level of inventon.- changed. Thus, the level of in-
ventorv- did not have an impact on the degree of distortion suffered
by the ROI when the all-current or the current-noncurrent methods of
translation were used.
To examine the effect of the level of current assets on translated
ROI. the sixteen subsidiarv- types were arranged into two groups with
different proportions of current assets. Once again, eight pairs of sub-
sidiars- ty-pes were created \s-ith the first subsidiary in each pair ha\-ing
a small proportion of current assets in its balance sheet structure while
the second subsidiary in the pair had a large portion of current assets.
Exhibit 9 highlights the impact of changes in current asset le\Tb on the
degree of distortion in reported ROI under each of the four transla-
tion methods.
Exhibit 9 demonstrates that wide disparities exist axnong the transla-
tion methods when the level of current assets is changed. The most re-
" The method chosen for in\Tntory valuation for this research is FIFO (fir^t in
first out), and it is assumed that the inventor.' at the end of each year has been
acquired at the average exchange rate in effect during the >-ear. Under thes«
conditions, the requirement that in%-entor>- be translated using the historical rate
results in the use cf the average rate for translation of inventor)- amounts in the
balance sheet. This would result in a translation loss upon a re\-aluation of the
foreign currency and a gain upon de\-aluation.
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Exhibit 9. Relative Distortion of Translation Methods for Two
Different Proportions of Current Assets
Translation method
Current- Monetar)--
All-current Temporal noncurrent nonmonetary
Small Large Small Large Small Large Small Large
Relative C/A C/A C/A C/A C/A C/A C/A C/A
distortion Percentages) 'Percentages) f Percentages) (Percentages)
Least distortion 25 43 18 21 21 7 29 22
Most distortion 45 29 21 43 18 14
Neither the least
nor the most 30 28 61 36 61 79 71 78
100 100 100 100 100 100 100 100
markable shift in ranking is for the current-noncurrent method of
translation. Under this method, subsidiaries having a large proportion
of current assets sho\v a higher loss with a foreign currency devaluation
and a higher gain in the case of revaluation. With a low level of cur-
rent assets, the current-noncurrent method gives the best results in 21
percent of the cases, the worst results in 18 percent of the cases, and in
60 percent of the cases, the method was neither the best nor the worst.
When the level of current assets is high, these percentages for this
translation method changed to 7, 14, and 79 percent, respectively. Simi-
lar large shifts in the usefulness of translation methods other than the
monetary-nonmonetary method also take place when the proportion of
current assets change. The results presented in exhibit 9, therefore, lead
to the conclusion that changes in the proportion of current assets in a
subsidiary asset structure is an important consideration in the level of
distortion in reported ROI under each translation method other than
the monetary-nonmonetary method.
Managerial Guidelines
The results presented and analyzed in this paper indicate that a single
translation method will not give the same results for different t>-pes of
subsidiary structures and for different exchange rate patterns. The
simulation results suggest that a particular translation method may
result in the most amount of distortion in the reported ROI under
one set of conditions and the least amount of ROI distortion under a
different set of conditions. The purpose of this section is to identify the
translation method that results in the lowest level of distortion for a
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given subsidiary structure. Such an analysis should be useful, for ex-
ample, for managers considering various translation procedures for use
in evaluating the performance of a given foreign subsidiary. Exhibit 10
presents these results.
Exhibit 10 presents the best translation method for the given subsidi-
ary type for each exchange rate pattern. In this exhibit, the translation
method selected as the "best" results in the least distortion in the re-
ported ROI. Only in the case when the exchange rate does not change
(Set 1) are all four translation methods equally good. When the foreign
currency weakens, there is no strong pattern and only in eight of the
thirty-two cases does the manager have a choice of translation method
if the level of distortion is to be kept to a minimum. Thus, when the
exchange rate weakens, no one translation method is best for all sub-
sidiary types. When the foreign currency strengthens, on the other hand,
there are only two cases in Set 4 and four cases in Set 2 when the current-
noncurrent translation method is best, and for all other subsidiary
types, the monetary-nonmonetary method is best under Set 2 and the
temporal method is best under Set 4. When the foreign currency fluctu-
ates in value, the all-current method seems to be the best since, in all
cases except for two subsidiary types under Set 6, it results in the least
level of distorted ROIs.
Exhibit 10 also indicates that for any given subsidiary type, no one
translation method will continue to be the best under varying patterns
of exchange rate movement. Thus, while exhibit 10 should be useful
to MNC managers who must select one of the four translation methods
for use in performance evaluation, it also demonstrates the difficulty of
their task! In an era of fluctuating foreign currency values, the last two
columns of exhibit 10 indicate that the best translation method under
unstable exchange market conditions is the all-current method (except
for two subsidiary types under Set 6). It can therefore be argued that
as the FASB's (belated) response to the era of widespread fluctuations
in exchange rates, FAS No. 52, the new foreign currency translation
standard for U.S. MNCs, should reduce the problems faced in evaluat-
ing overseas operations.
The managerial implications of the procedures used for the transla-
tion of foreign currency accounts have received renewed interest due
to the continuing instability in foreign exchange markets and because
of the increased levels of foreign trade and international investment.
Using a simulation model, the authors analyzed four foreign currency
translation methods as to their suitability for appraising foreign affiliate
performance.
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In this study, the translated ROI for a twelve-year period was se-
lected as the output simulation model developed for this study. The
computer simulation model evaluated ROIs for 16 model subsidiaries
with different asset and financial structures, and it analyzed seven
different types of exchange rate movements to evaluate the effects of
using four different translation methods. It then evaluated the resulting
5,376 ROIs to determine which translation method resulted in a re-
ported ROI with the least level of distortion.
The results of the study indicate that, as expected, the translated ROI
is not affected by the foreign currency translation method alone. The
translated ROI was affected by a variety of other factors such as the
composition of subsidiary structure and its dividend policy, as well as
by the pattern of movement of exchange rates. It was found, however,
that the temporal method generally generated the greatest level of dis-
tortion in reported ROI while the all-current method generally gen-
erated the smallest distortions in reported ROI.
The results of the study indicate that no one translation method is
most appropriate or yields significantly superior results in all circum-
stances. Under the all-current method, however, the relationships which
exist in local currency terms tend to remain unchanged after the trans-
lation. Thus, as expected, the results of this study confirm that in gen-
eral, and especially in an era of fluctuating exchange rates, the all-
current method seems to be the best available method for translating
foreign currency financial statements. Since FASB No. 52, the new
foreign currency translation procedure for use by U.S.-based MNCs, is
based substantially on the all-current method, its widespread adoption
should reduce the distortions in reported results of the foreign opera-
tions of U.S.-based multinational companies.
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Finanical Statement Impact of Foreign
Currency Translation Alternatives
JON R. NANCE and ROGER A. ROEMMICH*
INTRODUCTION
The problem of translating foreign-currency denominated financial
statements has been an accounting problem of considerable economic
importance for U.S. corporations since the breakdown in the late 1960s
of the 1944 Bretton Woods agreement and the beginning of the modern
era of floating exchange rates. U.S. corporations used a variety of trans-
lation approaches in the late 1960s and early 1970s. Effective January
1976, Statement of Financial Accounting Standard (SFAS) 8 dictated
that foreign currency financial statements be consolidated using a single
unit of measure, the U.S. dollar. SFAS 8 sparked a continuing contro-
versy detailed in a variety of sources.^ Typical of the criticism is the
following statement by \Villiam Strong of Firestone Tire and Rubber
Company:
The shortcomings ... of SF.\S Eight are magnified by the wide swings in
currency values. These fluctuations, and the unsound formula for recognizing
* Jon R. Nance is .\ssistant Professor of .\ccounting at the University of
Nebraska-Lincoln.
Roger .\. Roemmich is .Associate Professor of .\ccounting at the University of
Georgia.
* For example. Raj .^ggarwal, "F.\SB No. 8 and Reported Results of Multi-
national Operations. Hazard for Managers and Investors," Journal of Account-
ing, Auditing and Finance (Spring 1977) : 197; Roland Dukes. An Empirical In-
vestigation of the Effects of SFAS on Security Return Behavior (Stamford,
Conn.: F.\SB, 1978) ; Tliomas Evans, William Folks Jr., and Michael Jilling, The
Impact of SFAS 8 on the Foreign Exchange Risk Management Practices of
American Multinationals: An Economic Impact Study (Stamford, Conn.: FASB,
1978) ; and Rita Rodriquez, Foreign Exchange Management in Multinationals
(Lexington, Mass.: Lexington Books, 1980).
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them, produce wild swings in the profit-and-loss statement which don't neces-
sarily reflect economic realities.^
Criticism of SFAS 8 caused the Financial Accounting Standards
Board (FASB) to commission two research studies on the impact of the
standard. Evans, Folks and Jilling studied the effect on management
behavior by an elaborate questionnaire sent to four hundred multina-
tional corporations.^ Although a majority of respondents appeared to
be making rational economic decisions without regard to accounting
exposure, a substantial number appeared to be taking action to cover
accounting exposure, regardless of the economic consequences. In par-
ticular, the study provides evidence for increased use of hedging con-
tracts and increased "balance" in exposure to foreign currencies through
an increased tendency to denominate monetary assets and liabilities in
U.S. currency.*
Dukes attempted to detect securities market reaction to events as-
sociated with the promulgation of SFAS 8.^ He found no such reaction.
Consideration of the magnitude of the reaction that might be expected
and the sensitivity of the tests he employed, however, suggests that his
negative results are of limited significance.
After analyzing the results of the commissioned studies, the FASB
re-examined SFAS 8. In December 1981, the FASB issued SFAS
52, "Foreign Currency Translation." This new standard, which re-
placed SFAS 8, was adopted by a four-to-three vote. Thus, the heated
debate over foreign currency translation alternatives continues.
The quantitative impact of different foreign currency translation
alternatives on financial statements is not, in any statistical sense, gen-
erally known. Without knowledge of this impact, debate over the
desirability of different alternatives is likely to be misdirected and un-
productive. While knowledge of the effects on individual businesses may
be known to the financial officers of these businesses, they will not neces-
sarily make this information a part of the public record, nor may it
be assumed that their arguments for one alternative over another are
anything more than rationalizations for positions based upon covert
knowledge of these effects. Moreover, qualitative evaluation of transla-
* Peter Revzin, "Bitter Exchange : New Accounting Rules Make Multinationals
Alter Their Strategies," Wall Street Journal (8 December 1976), p. 1.
* Evans, Folks, and Jilling, Impact of SFAS 8.
* The meaning of "balance" in accounting exposure depends on the translation
method in use. Given the method of SFAS Eight, it means equating monetary
assets to monetary liabilities. Denominating monetary assets and liabilities in
U.S. currency to the extent feasible is a simple method for achieving such
"balance."
° Dukes, Investigation of Effects of SFAS 8.
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tion methods based on the fidelity of these methods to one or another
set of abstract criteria is of limited utility in selecting an accounting
standard for translation.^ It is possible to imagine a set of account bal-
ances for which the choice of method would have no material effect on
the results of translation. More importantly, an inferior method, evalu-
ated on the basis of qualitative criteria, may produce superior transla-
tion of financial statements because it would produce superior results
on accounts that mattered most, and inferior results on accounts that
mattered least.
The objective of this paper is to provide a quantitative comparison
of the impact of different translation alternatives on financial state-
ments. Five translation methods that have been implemented or seri-
ously proposed in the past decade are studied : the current rate method,
the method of SFAS 52, the current/noncurrent method, the monetary/
nonmonetary method, and a modification of the monetary/nonmone-
tary method in which inventory is translated at the current rate. The
effects on income and income variability and the long-term effect on
stockholders' equity of deferral of the translation gain (as adopted in
SFAS 52) are examined.
Examination of the five methods proceeds in three stages. First, a
translation model which allows identification and classification of differ-
ent translation effects is developed. Second, the financial statements of
160 companies are translated into two currencies over a twelve-year
interval using each of the five methods. Finally, the results of transla-
tion, particularly income and income variability, are examined statis-
tically.
METHODOLOGY
Rationale
The best method of comparing foreign currency translation alternatives
might seem to take an appropriately selected sample of multinational
corporations and translate their financial statements over several time
periods using each of the translation alternatives to be tested, but close
examination of this method discloses a number of defects.
The data for comparing alternatives are not generally available for
existing multinationals. The disclosure requirements of SFAS 8 were
not adequate to provide a basis for computing the translation gains and
losses that would result if alternative translation methods were used.
' For the author's view of qualitative evaluation, see Jon R. Nance and Roger A.
Roemmich, "Foreign Currency Translation: An Evaluation," International Jour-
nal of Accounting (Spring 1983) : 29.
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The problem of management behavior was avoided because the cor-
porations in the sample did not face a significant new problem with
the introduction of SFAS 8 and, therefore, did not have a motive to
change their practice. The major difficuln- with comparing alternatives
involved aging assets and liabilities in accounts translated at historical
rates. As will be seen, the choice of translation period significantly
lessened that dif^culty. The methods used were similar to methods al-
ready developed for the preparation of appro.xim.ate general price-level-
adjusted financial statements from limited historical cost data, which
have in part been empirically validated. ^°
The intent of this study was to obtain a clear picture of the conse-
quences of different translation methods. The currencies into which
financial statements were translated, the time inter\-al of translation,
and the companies themselves were all chosen primarily to obtain that
clear p)erspective. The methods selected were those considered by the
authors to be the most important methods in practice.
Translation Methods
Of the translation alternatives seriously proposed or implemented in
the past decade, five were chosen for examination. The current rate
(CR) method is sometimes advocated for the translation of financial
statements based on current values. The SFAS 52 CS method is the
current standard. The current 'noncurrent (CX' method was recom-
mended by Accounting Research Bulletin ('ARB~ 51 and was fre-
quently used before the promulgation of SFAS 8. The monetan.- 'non-
monetary (MX) method was recomm.ended by Accounting Research
Study (ARS) 12 and is, in substance, the method required by SFAS
8. The (MI) monetar)'/nonmonetar\' method with inventor)- translated
at the current rate, along with monetar\' assets, has been advocated by
some recent writers and was used by many companies before SFAS 8
went into efTect. These five methods are compared throughout this
paper.
Time Interval
The Bretton Woods agreement of 1945 created the International
Monetary Fund and established as a matter of international agreement
the policy of maintaining the currencies of the major trading nations
" The literature rele%-ant to the production of GPL-adjusted financial statements
using Compustat data is fairly extensive. Additional evidence for the \-alidity
of using Compustat-based statements for statistical com.parisons, along with a
review of the earlier arguments, is provided by .\rie Baran. Josef Lakonishok,
and .Aharon Ofcr. "The Inform.ation Content of General Price Level .Adjusted
Earnings: Some Elmpirical Evidence." Accounting Reiieu; (Januar>- 1980): 22.
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at fixed exchange rates.^^ Each currency was to be maintained within
one-half of one percent of its official rate by the intervention of the
government banks of the member countries. After extensive devalua-
tions against the dollar in 1949, this policy was successfully followed
until 1967. The official rates were occasionally adjusted as a result of
pressures caused by trade imbalances. But the system itself— char-
acterized as a system of adjustable pegs— remained intact.
In a period of fixed exchange rates, it does not matter which of the
translation methods under study is used. They give identical results.
There are no translation gains or losses. Examination of financial state-
ments translated from one major currency to another prior to 1967 is of
relatively little interest.
The time interval of importance begins in 1967, the year of the first
major change in the exchange rate of the pound against the dollar
since 1949, and extends through December 31, 1978.
The appropriate time for beginning to translate financial statements
involves a more delicate question than the question of the beginning of
the period of interest. Translation methods which use historical rates
require knowledge of the exchange rate over the prior lives of assets on
hand at the beginning of that period. In an era of fluctuating exchange
rates, the translation computations may need to begin many years
before the beginning of the period of interest to produce results of
acceptable accuracy.
Fortunately, the long interval of fixed exchange rates eases the prob-
lem of initiating the computations. The assumption that all assets on
hand at December 31, 1966, are to be translated at the exchange rate
in effect at that date (assuming, of course, that historical rates transla-
tion is appropriate) involves minor errors for the currencies studied.
There is almost no error for translation into pounds of assets acquired
after 1949. There is no error for translation into deutsch marks of assets
acquired after March 1961, and only a 5 percent error (due to a 5
percent revaluation of the deutsch mark) for assets acquired from
1950 to March 1961. This period of stability eliminates the start-up
problems that must be faced in the computation of general price-level-
adjusted financial statements from historical cost data, and results in
relatively uniform accuracy of the translation algorithms over the entire
interval from 1967 to 1978.
The translation process was thus begun at December 31, 1966. All
" A concise review of the history of the international monetary system in the
postwar period may be found in R. (Rapporteour) Soloman, The International
Monetary System (Boulder, Col.: Atlantic Council of the United States/West-
view Press, 1977).
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assets on hand at that time were assumed to be of December 31, 1966,
vintage. Each translation method produced the same translated bal-
ance sheet at the date. Subsequent differences are due entirely to events
beginning in 1967.
Currencies
Practical limitations dictated that only two currencies be used for
translation examples in this paper. The pound was chosen as a cur-
rency which rather steadily depreciated against the dollar during the
time interval of the study, and the deutsch mark as a currency which
consistently appreciated.
The currencies chosen were those of major trading partners of the
United States. The United Kingdom and the Federal Republic of
Germany had internal rates of inflation that were in the normal range
by international standards. The appreciation of the dollar against one
currency and its depreciation against the other help to clarify the range
of effects of different translation methods. ^^
The use of other currencies would not seem to impact significantly
the conclusions of this article.^^
Companies
All companies satisfying certain criteria were examined. The translated
financial statements are intended to represent the results of translation
in the relatively pure situation of a single exchange environment, identi-
fiable industry, and long-term exchange rate trend. They are not in-
tended to represent directly the results of translation in multiple cur-
rency environments, for firms with multiple lines of business, or for
exchange environments with no trends, although they are intended to
provide raw material upon which analysis of the results of translation
in more complex situations can be based.
Four types of restrictions were imposed in selecting the companies
to be studied. Restrictions were imposed because of data availability,
to insure the dollar as the functional currency, to limit lines of business,
and for technical programming reasons.
The data used for translation were those available on the Compustat
primary-secondary-tertiary tapes in the spring of 1980. Certain proper-
ties of the companies selected were determined with the aid of the
"Significant drifts in rates over the period since 1967 are the rule rather than
the exception, with many major currencies showing rather continuous apprecia-
tion and a few depreciations. This fact, if it is regarded as reflecting normal
behavior, has implications for the CS method of treating translation gains.
" The basis for this belief and the degree of generalizability of the results of
this paper will be examined later.
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NAARS/Lexis System. Thus, the companies studied were limited to die
intersection of these two data sets.
The translation program required sixteen pieces of financial informa-
tion for each company for each fiscal year from 1966 to 1978. No miss-
ing data were allowed for thirteen of the sixteen. As many as three years
of missing data were allowed for capital expenditures, the current por-
tion of long-term debt, and the method of inventory costing. Interpola-
tions of capital expenditures and the current portion of long-term debt
were made in place of missing data. Missing data for the principal
method of inventory costing were provided by manual interpolation
during the preparation of an inventory method card for each com-
pany. This card specified the costing method to be used by the transla-
tion program for each year of the run.^*
The restrictions to insure the dollar as the functional currency were
taken in part through instructions issued to the NAARS/Lexis System.
No company was selected if its 1978 financial statements contained foot-
note disclosure of an involvement with foreign exchange. In addition,
no company was selected if its 1978 line of business disclosures referred
to export business or mentioned any of thirty plausible trading partners
or geographic regions. Companies meeting these criteria were manually
checked against the list of multinational companies used by Dukes in
his study of the market reaction to SFAS 8.^^ Companies common to
the two lists were discarded.
Several methods were used to restrict the lines of business of com-
panies in the study. First, SIC codes allowed in the NAARS list
were restricted. The SIC code was required to be less than 600, and
only transportation companies were included among those companies
with SIC codes from 400 to 499. Second, the SIC codes obtained from
NAARS were checked against the SIC codes listed in the Compustat
Index, and companies with codes that were not consistent between
the two sources were discarded. Third, companies which were recog-
nized as having financial subsidiaries were eliminated.
The major technical restriction on companies used in the study was
that they all have fiscal years ending December 31. Companies which
changed from LIFO to another inventory valuation method were also
" Toleration of missing data \vas one of a number of compromises made in the
interest of computing the translated statements of a reasonably large number of
companies. The principal compromise was in the use of Compustat data and
automated selection procedures rather than detailed case-by-case analysis of
financial statement or 10-K reports. The rationale for this will be discussed
later.
" Dukes, Investigation of the Effects of SFAS 8.
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eliminated to simplify the translation process and to avoid errors arising
from inconsistencies in the Compustat data for such companies. Com-
panies which used standard costing of inventories, companies which
had financial data suggesting major investments, and companies which
ever had, either in translated or untranslated form, negative common
equity were eliminated. Inclusion of such companies would have inter-
fered with the accuracy of translation and with the interpretation of
statistical measures of the impact of translation.
ANALYSIS OF TRANSLATION
General Analysis
Translated income may be separated into income translated trans-
action by transaction and a translation gain or loss. The translation
gain or loss may be resolved in turn into a holding gain, an asset ex-
change gain, and a gain from capital transactions. The holding gain
arises from the use of different translation rates for beginning and end-
of-period account balances. The asset exchange gain arises from the
exchange of assets with account balances translated at one set of rates
for assets with account balances translated at a different set of rates.
The gain on capital transactions arises from transactions in which the
change in the equity account is translated at one rate while the changes
in the corresponding asset accounts are translated at other rates. An
example of a holding gain is the gain on net monetary assets that arises
from the use of the MN method of translation. An example of an asset
exchange gain is that which results from the reclassification of long-
term to short-term debt when using the CN method of translation. An
example of a gain on capital transactions is the gain that arises from a
dividend of nonmonetary assets when using the MN method of trans-
lation.
The transition from exact mathematical analysis to a practicable
translation program utilizing available information involves a number
of approximations. A broad guiding principle is to keep these elements
of translated income which may be expected, on average, to be material.
The use of this principle retains the problem of translating a real fi-
nancial statement within manageable bounds.
All translation methods examined in this paper use market exchange
rates for translation. For methods of this type, there is an extremely use-
ful distinction between current rate accounts— those with balances
always translated at the current exchange rate— and historical rates
accounts— those with balances translated at weighted average of rates
in effect prior to the date of the financial statements. Specialization of
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translation methods using market exchange rates produces, without any
approximations, considerable simplification of translated income. In-
come translated transaction by transaction reduces to income translated
at the average rate, corrected for revenue and expense items for which
average rate translation is inappropriate. The holding gain becomes
simply the gain on the net position in assets translated at the current
rate.
The asset exchange gain and the gain on capital transactions are
not much simplified by the use of market exchange rates. The authors
believe, however, that only one of these gains is likely to be important
in income translated by any of the five methods in this paper. This
exceptional case is the gain that arises from reclassification of long-
term debt to current liability status when the CN method is used.
This reclassification involves a switch from historical rates to current
rate translation and produces gains comparable in average magnitude
to CN method holding gains. All other asset exchange and capital
transaction gains are neglected.
The only other approximation that is not method dependent is the
assumption that transactions occur uniformly throughout the year.
With this assumption, income translated transaction by transaction is
e = ay; + XS (cr[ih,jr] - CT)Sai,,j,. (1)
ih Jr
The first term in this expression is income translated at the average
rate. The second term is a correction arising from revenue and expense
items which should not be translated at the average rate. The average
translation rate for the accounting period is a, -q is untranslated in-
come, Sorih, jr is the change in historical rate account ih produced by
revenue or expense transaction jr, and o-(ih,jr) is the historical transla-
tion rate appropriate to that transaction in that account. The sum is
for all revenue and expense transactions involving historical rate ac-
counts. The holding gain is
gi = (a - (/) a'e + ( cr- a) {a, - a'.) (2)
Tlie rate at the balance sheet date is a, </ is the rate at the immediately
preceding balance sheet date, a is the average rate, a^ is the net cur-
rent rate account asset balance at the balance sheet date, and a'c is the
net current rate account balance at the immediately preceding balance
sheet date. The first term in the holding gain is simply the gain on
the beginning net current rate account position, while the second term
is a gain on changes in the net current rate account position during
the year. The only translation effect examined in this paper that does
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not arise from these two basic formulas is the gain from reclassification
of debt using the CX method.
Method-Specific Approximcrtions
No additional approximations are required for translation at the cur-
rent rate. Income translated transaction by transaction is simply income
translated at the average rate,
e = OT] (3)
The translation gain is the gain on net assets,
g = {a — a) a — (a — a^} (a —a)
.
(4)
In the CS method, the translation gain is an adjustment to translated
owner's equitv'. The translation formulas are the same as for the cur-
rent rate method, but the income measure is e. rather than e — g. As
will be seen later, this view produces CS method-translated income
that is quite different from CR method-translated income.
The CN method uses historical rates to translate noncurrent assets.
This leads to the reclassification gain described previously and to cor-
rections to income translated at the average rate arising from the con-
version of historical rates' asset accounts into expenses. The only one of
these conversions expected to have a significant effect on translated in-
come is the conversion of plant to depreciation ex"pense. Thus, CX
method income translated transaction by transaction is approximately
e = a-T] — 8D, (5)
where 8D is the depreciation adjustment,
^D = 2^(<^[pl-jr] -^)Sapi,j, (6)
The holding gain is
gi = (o- — (T')a\ -f (o- — a) (oTk — «'k) (7)
The change in plant asset account opi arising from revenue transaction
jr is Sapi.jr- The translation rate appropriate for this transaction is
<^(P^ jr)- The sum is for all revenue transactions. The first term in (7)
is the gain on beginning working capital, while the second term is a
gain on changes in working capital during the period. The gain on
asset exchanges results entirely from reclassification for long-term lia-
bilities and is given by
g2 = ^icT[\td,U] -a)8a:.d.;, (8)
The sum is for all reclassification transactions: CT(ltd, j^) is the historical
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rate at which long-term debt reclassification in transaction j, was
originally carried, and 8a ud.jx is the amount of debt reclassified in
transaction jx.
Using the MN method, nonmonetary assets are translated at his-
torical rates. The holding gain is therefore a gain on net monetary
assets Consumption of nonmonetary current assets produces corrections
to income translated at the average rate. The only significant effect arises
from translation of inventory and cost of goods sold at historical rates.
Income translated transaction by transaction is approximately
e = avy + 8D + 81. (9)
The depreciation adjustment defined in (6) is 8D, and 81 is the inven-
tory adjustment,
SI = t (a[ivty,jr] - a)8aivty,i, (10)
Jr
Once again, the sum is for revenue transactions. The rate appropriate
for translating transaction jr involving inventory account aivty is
<T(ivty, jr). The change in the account balance resulting from the
transaction is 8aivty, jr- The translation gain is
g = (o- — a')a'ui + {<r — a) («„, — «'m) (H)
where am is the net monetary asset position at the balance sheet date,
and am is the net monetary asset position at the immediately preceding
balance sheet date.
The MI method does not have an inventory adjustment to income
translated transaction by transaction. Thus, income translated trans-
action by transaction is as given by (5) for the CN method. The transla-
tion gain is
g= {a- a') (a'm + ^ + (cr - ^) (a^ + " («'m + (12)
Inventory is t at the balance sheet date and / at the immediately pre-
ceding balance sheet date. The other notation is the same as for the
MN method.
TRANSLATION PROGRAM
Operation
Because of limitations on data availability, certain additional approxi-
mations are necessary and are described here. Operating income is the
income total translated. In part, this is because operating income is the
measure upon which other authors focus. In part, it is because the
translation of extraordinary items using historical rates method is
made unreliable by uncertainties in the aging of the accounts.
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Computation of income translated at the average rate is trivial and
is common to every method of translation. Monthly exchange rates
were extracted from International Financial Statistics of the Interna-
tional Monetary Fund. The average rate used for this computation was
the average of monthly rates for the year in question.
Computation of the depreciation adjustment required by those
methods which translate net plant at historical rates required several
approximations. Gross plant was layered using the gross plant and capi-
tal expenditure accounts. This was the method used by Parker^^ for
the preparation of general price-level-adjustment financial statements
from Compustat data. If capital expenditures were greater than the
gain in gross plant, the difference was assumed to represent plant dis-
posals during the period. Because capital expenditures reported by
Compustat do not include additions to gross plant that result from
acquisitions or mergers, it sometimes happened that the gain in gross
plant was greater than reported capital expenditures. Without adjust-
ment, this anomaly leads to negative plant disposals. This situation has
been discussed by Thies and Revsine.^^ When it occurred, the integrity
of the computation was restored using a technique developed for Com-
pustat-based general price-level adjustment by Baran, Lakonishok,
and Ofer.^^ Disposals were set equal to zero and capital expenditures
were redefined as the gain in gross plant.
Net plant, gross plant, and depreciation expense were translated at
the same rate. The error involved in this procedure was investiagted by
Parker and found to be moderate. ^^
The inventory adjustment is used only by the MN method. The pro-
cedure applies to any combination of switches among FIFO, average,
and LIFO cost flow except changes from LIFO. Companies which
changed from LIFO were not included in the sample.
The cost of goods manufactured or purchased was first determined
from the Compustat data by adjusting the cost of goods sold for
changes in inventory. The translation rate used for the cost of goods
manufactured or purchased was the average translation rate for the
year. Inventory was layered according to the cost flow assumption used
by the company for the year of translation. The translation rate for the
new inventory layer, using FIFO or LIFO costing, was the translation
"James Parker, "Impact of Price Level Accounting," Accounting Review, 52
(1977): 69.
"
J. Thies and L. Revsine, "Capital Expenditure Data for Inflation Accounting
Studies," Accounting Review, 52 ( 1977) : 216.
" Baran, Lakonishok, and Ofer, "Information Content," p. 22.
" Parker, "Price Level Accounting," p. 69.
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rate in effect at the mean production month of that layer (assuming
uniform production). The translation rate for the new inventory layer
under average costing was the weighted average translation rate for
goods available for sale.
Computation of the reclassification gain required knowledge of the
amount of long-term debt reclassified as current, as well as the term
of that debt. The current portion of long-term debt is reported by
Compustat, but the reported numbers are deficient due to failure to
restate retroactively financial statements after acquisitions and mergers.
This problem is analogous to the capital expenditure problem discussed
earlier, and the treatment was the same. If the decrease in long-term
debt exceeded the reported current portion, the current portion was
redefined as the amount of the decrease. This was, in a sense, a minimal
consistent replacement; it assumed that no new long-term debt was
added to the balance sheet in the immediately prior period. This re-
definition also provided a consistent interpolation for the current por-
tion of long-term debt in missing data cases— not infrequent for this
data item in the early part of the time interval studied.
Long-term debt was layered using a FIFO flow rule. The translation
rate for long-term debt was constructed using for each layer the average
rate for the year in which the layer was created. The reclassification
gain was computed by taking the current portion as the amount of debt
reclassified. The translation rate just before reclassification was deter-
mined using a FIFO flow rule.
The translation gain using the MN method is the holding gain on
net monetary assets. Computation of this holding gain is a familiar task,
since it is required for the construction of general price-level-adjusted
financial statements. The fundamental problem in computing this gain
from Compustat data is that the data classification scheme used by
Compustat reports neither explicitly nor implicitly the net monetary
asset position of a company. This significant difficulty impedes using
Compustat data for precise computation of holding gains for individual
companies; this has been noted elsewhere.^°
Examination of the raw data for the companies used in this study
suggests, however, that the inability to distinguish monetary from non-
monetary assets in the Compustat asset categories may not be very
important in a statistical sense. Assets which were not classified as
monetary or nonmonetary typically represented less than 20 percent of
total assets. The unclassified assets reported by Compustat for the
companies in this study typically are not more important on the balance
«> Ibid.
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sheet than deferred taxes and preferred stock, over which there is
genuine theoretical argument as to appropriate classification in the
monetar\-/nonmonetary scheme.
The program classified all current assets except inventor)- as mone-
tan-. All other assets were classified as nonmonetan.-. All current liabili-
ties were classified as monetarv", as was long-term debt. Other noncur-
rent liabilities and deferred taxes were classified as nonmonetan'. The
MI method was treated as the MX method. The translation gain was
computed from equation (12). The CR and CS method translation
gain is the holding gain on net assets. This was computed directly from
equation (4) with no additional approximations.
Translated common equity is the only balance sheet item used in the
statistical analysis of this paper. In principle, the translation rate for
common equit)' is the weighted average of translation rates determined
for each asset and liability' category. In practice, the available data did
not permit determination of a translation rate for each asset and liabil-
it)- categor)'. Method by method, translation rates for most major asset
categories were determined in the process of translating income. Two
additional historical rates were used. Intangibles and deferred taxes
were relatively important on the balance sheets of the companies con-
sidered in this paper, although their amortizations were relatively unim-
portant— certainly less important than depreciation expense and the
cost of goods sold— in the determ.ination of operating income. A his-
torical translation rate for each of these items \vas therefore computed.
Intangibles were layered using a FIFO flow assumption. The change
in intangibles in a period was added as a ne\\' layer if p>ositive. or re-
moved from the oldest layer if negative. Each layer \vas translated at
tlie average rate for the year the layer was added. The translation rate
for intangibles was computed as the weighted average of translation
rates for the intangible layers.
Deferred taxes were layered, and the translation rate for deferred
taxes was constructed in exactly the same way as for intangibles. This
method is not consistent witli the rules for the amortization of deferred
taxes, but it pro\-ides consistent treatment of additions to the deferred
tax account. For the companies in this study, additions ^^•ere the domi-
nant changes in the account. The method thus captured the major
effect of the use of historical rates for the translation of deferred taxes.
Using translation rates for assets computed as a by-product of the
computation of translated income and the rates computed for in-
tangibles and deferred taxes as described earlier, common equity was
translated for each of tlie methods under study except the CS method.
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Common equity under this method includes the cumulative effect of
holding gains on net assets and was computed in the data analysis phase
of the study.
Rationale
Limitations imposed because of the restricted data available from the
Compustat tapes led to approximations in the translation program that
might have been avoided through the use of other more direct sources
of financial data but would have required more resources than were
available. Arguments have been advanced by a number of writers,
however, that Compustat-based general price-level-adjusted computa-
tions are sufficiently reliable to provide a basis for statistical studies of
the impact of general price-level-adjusted financial statements. ^^ Be-
cause the present study uses a computation program that is as sophis-
ticated as those of the published general price-level-adjustment
studies and takes advantage of the fixed exchange rate regime prior
to 1967 (an advantage unavailable for general price-level-adjustment
computations) these arguments apply, a forteriori, to the translated
financial data.
STATISTICAL RESULTS
introduction
The average common equity of companies studied was $65.9 million
in 1966 and $134.7 million in 1978. The extremes were $0.5 million and
$1,826.3 million in 1966 and $1.5 and $2,269.5 million in 1978.
The method of selection for the companies studied was expected to
produce under-representation of both large and small companies : small
companies because those studied were included in the Compustat data
base, large companies because they have a greater probability of sig-
nificant international business involvement. The kurtosis of the sample
distribution of common equity was consistent with this expectation for
every year examined. The selected companies were more homogenous
in size than companies in the economy as a whole.
" See for example, Baran, Lakonishok, and Ofer, "Information Content," for
arguments and a review of earlier work. Additional information on the reliability
of Compustat GPL-adjusted statements indicates that supplementary price-level
adjusted disclosures are required of large companies. For a preliminary analysis
that is consistent with the position taken here, see Harold Wyman and J.
Edward Ketz, "Validity of Estimated General Price Level Adjustments," Pro-
ceedings of the Southeast Regional Meeting of the American Accounting Asso-
ciation (1981), p. 390.
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Attention in this paper is focused on the ratio of translated income
to average translated common equity.^^ In the interest of brevity, this
will be characterized as return on equity (ROE). The numerator is
translated operating income plus the appropriate translation gain, and
the denominator is the average of beginning and ending translated
common equity.
Return on Equity
Statistics on average ROE are reported in exhibit 1. ROE for each
translation method and each currency was averaged over the 160
companies and twelve years of the study. The average ROE before
translation was .118. Translation into deutsch marks resulted in average
ROE that ranged from .013 for the CN method to .118 for the CS
method.
Translation into pounds resulted in minimum average ROE of .118
for the CS method and maximum average ROE of .171 for the CN
method.
That average ROE is lower for the deutsch mark and higher for the
pound after translation is not surprising. The deutsch mark was a
stronger currency and the pound a weaker currency than the dollar.
This result is, in effect, a correction for different inflation rates in the
three currencies.
What is surprising is the magnitude of the differences resulting from
different methods of translation. The null hypothesis "ROE produced
by method i is the same as ROE produced by method j in year k and
currency 1" was tested. The t-values resulting from this test are shown
Exhibit 1. Average ROE by Metliod and Currency
(Ranlcs in Parenllieses)
Method Deutsch marks Pounds
Untranslated .118 (1-2) .118(5-6)
Current standard .118 (1-2) .118 (5-6)
Monetary plus inventory .089 (4) .133(3)
Monetary/Nonmonetary .093(3) .132 (4)
Current rate .052 (5) .145 (2)
Current/Noncurrent .013 (6) .171(1)
" Both ROE and its natural logarithm were considered for examination. ROE
was selected because it had more nearly normally distributed populations in most
of the cases analyzed.
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by currency and year in exhibit 2P Currency years in which the hy-
pothesis can be rejected at the .01 level are starred.
The CN and MX methods each produced returns on equity that
differed from those of all other methods in at least nineteen of twenty-
four currency years. The MI method differed from all but the CS
method in at least twent)--one currency years, but differed from the
CS method in only eleven currency years. The CR method differed from
the CS method in all twenty-four currency years.
Three of these results deser\-e some comment.
Although the MX and MI methods are conceptually similar and
differ only in their treatment of the inventory account, they produce
significantly different ROE in t^\•eny-one of twent\--four currency years.
Despite the fact that the MI and CS methods are quite different in
concept, they give rather similar operational results. ROE was more
often than not indistinguishable at the .01 level. Although CR and CS
method returns on equity differed in all t\venty-four currency years,
this result has limited practical importance. The inclusion of transla-
tion gains and losses as adjustments to owner's equity in the CS method
makes the two methods equivalent in disclosure.
ROE Variability
ROE variability' v/as estimated by computing the standard deviation of
ROE for each company over twelve years, separately for each currency
and each method of translation. The results are shown in exhibit 3.
For both currencies, variability is least using the CS method and
greatest using the CX method. CX method ROE \ariabilit)- approaches
twice that of untranslated ROE.
The CS method is exceptional in producing ROE variability that is
equal, to t\vo significant digits, to untranslated ROE variabilit)'. This
is because the CS method produces translated ROE that is nearly the
same as untranslated ROE, since income and equity are translated at
approximately equal rates.
The ordering of methods by ROE variabilit}' in exhibit 3 does not
agree exactly for the two currencies of translation. The MX method
shows second greatest variability for translation into pounds, but third
greatest for translation into deutsch marks. The CR method shows
the reverse. However, the hypothesis that ROE variability produced by
" H>-pothesis rejection \vas decided using the student's t-test. a test which as-
sumes normally distributed populations. The actual populations were somewhat
skewed and were shorter tailed than normal. This fact, while it moderately
affects the levels of significance, has no qualitative impact on the conclusions.
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Exhibit 3. Standard Deviation of ROE by Method and Currency
(Rank in parentheses)
Method Deutsch mark Pound
Current standard .071 (5-6) .071 (5-6)
Untranslated .071 (5-6) .071 (5-6)
Monetary-Inventory .074 (4) .122 (3-4)
Monetary/Nonmonetary .078 (3) .131 (2)
Current rate .103 (2) .122 (3-4)
Current/Noncurrent .119(1) .138(1)
the MN and CR methods is the same cannot be rejected at the .01
level.
If significance of numerical differences at the .01 level is demanded,
the MI and CS methods produce less variability for the deutsch mark
than does the MN method, which produces less variability than the
CR and CN methods. This ordering holds in the sense that every pair
of ROE variabilities separated by a "less" may be distinguished at the
.01 level, while the others may not be. The MI method thus produces
ROE variability not significantly different from that produced by the
CS method. The MN method is distinguishable, but the magnitude of
the difference is moderate. The CR and CN methods show substantially
different earnings variability, but this difference is not significant at the
.01 level.
For translation into pounds, the CN, MN, MI, and CR methods pro-
duce a substantial increase in ROE variability. MI and CR method
variability is about 70 percent greater than the untranslated variability,
while CN method translation nearly doubles ROE variability.
For the pound, the rule that the CS method produces less variability
than the MI method, which produces less variability than the MN and
CR methods, which produce less variability than the CN method, holds
in the sense described earlier for the deutsch mark rule. If the .01 level
of significance is required for hypothesis rejection, the results for the
pound and the deutsch mark are not consistent. There is partial
ordering of methods consistent with the results for both currencies in
the sense that it implies no rank order hypothesis for pairs of methods
that can be rejected at the .01 level. That partial ordering is the follow-
ing: CS produces less variability than MI, which produces less variabil-
ity than MN, which produces less variability than CR, which produces
less variability than CN,
Despite consistency in rank ordering of methods, the results for the
pound are in practical terms rather than different from those of the
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deutsch mark. The MI and MN methods show variabilities that are
pushed into the general range of those shown by the CR and CN
methods. Detailed examination of the components of translated income
shows that this is due to a ditTerence in the history of exchange rate
variations for the two currencies. While the dollar depreciated rather
consistently against the deutsch mark through the twelve-year interval
of investigation, its appreciation against the pound halted in 1976 and
was followed by a significant decline in 1977-78. For most companies,
the depreciation adjustment and translation gain of the MN and MI
methods produce opposite efTects on ROE during a period of long-term
trend in the exchange rate. But during a sudden reversal after a long-
term trend, the depreciation adjustment and the translation gain act
in concert to enhance the variability induced in ROE by the change in
exchange rates. This phenomenon does not occur if translation is by
the CR method because there is no depreciation adjustment; it does
not occur for the CN method because the sign of the translation gain
is reversed. Thus, the variability of translated ROE for the MN and MI
methods is brought closer to the variability for the CR and CN
methods when the pound is the currency of translation.
As a last observation, note that the MI method produced less ROE
variability than the MN method, despite the exposure of inventory to
exchange rate risk. This is a reflection of the fact that normal practice
for companies with significant inventory is to operate from a significant
net monetary liability position.
The CS Adjustment to Owner's Equity
From the perspective of management, the CS method has some po-
tentially attractive features. It produces ROE that is predictably nearly
the same as untranslated ROE and therefore independent of exchange
rate fluctuations. Precisely because this ROE does not depend upon
exchange rate fluctuations, it has the same variability as untranslated
ROE. The CS method also consistently reports the greatest ROE of
the five methods studied when the country of overseas operations has a
currency depreciating relative to the dollar on a predictably continuous
basis.
The reason for these features is that the holding gain on net assets is
not included in income. Of course, the CS method does not allow this
gain to go unreported. It is incorporated directly into owner's equity.
The analyst will thus have information available under the CS method
that is equivalent to the information provided by the CR method.
The accumulated holding gain on net assets is included in a valua-
tion account similar to the account used for marketable equity securities.
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But the holding loss on a portfolio of marketable equity securities has a
simple and direct economic interpretation. It is the decline in market
value of these securities since their purchase. The accumulated holding
gain account preposed by the CS method has no such advantage. It is
the "gain" on a collection of historical cost accounts translated at cur-
rent rates. It is neither economically meaningful nor consistent with
the conventional U.S. accounting model.
The absence of interpretation for the accumulated holding gain
would not be a serious flaw if its impact on the balance sheet as a
whole turned out to be small. The CS method is, after all, one of the
simplest translation methods in terms of computation and record keep-
ing. It is worthwhile to examine the accumulated holding gains under
the CS method on the balance sheets of the selected companies. Exhibit
4 presents the ratio of the accumulated holding gain to average equity
by year and currency for the selected companies. Because of the fixed
exchange rates in prior periods, the accumulated holding gain starts at
zero in 1966 for both currencies.
The holding gain for the deutsch mark climbs steadily, with a brief
reversal in 1975, to an average value of —.800 in 1978. The range is
from —.443 to — 1.196. The holding gain (which is, of course, a loss)
reduces translated common equity in 1978 by an average of 44 percent,
ranging from 31 percent to 55 percent for different companies.
The holding gain for the pound follows a more erratic course re-
flecting the movement of the exchange rate. After peaking at an aver-
age of .366 in 1976, it falls to an average of .141 in 1978, ranging from
.001 to .424 for different companies. The accumulated gain in 1978
Exhibit 4. Ralio of the Accumulated CS Method Holding
Gain to Average Equity by Year and Currency
Year Deutsch mark Pound
1956 .000 .000
1967 .006 .160
1968 .005 .138
1969 -.081 .116
1970 -.090 .114
1971 -.210 .051
1972 -.227 .134
1973 -.392 .132
1974 -.533 .110
1975 -.418 .248
1976 -.501 .366
1977 -.632 .209
1978 -.800 .141
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thus increases translated common equit}' by an average of 16 percent,
ranging from 0.1 percent to 74 percent.
The accumulated holding gain is a large fraction on common equity,
and it is variable among companies. These two factors, combined with
the absence of a direct interpretation, may impose a burden on the
users of financial statements and raise questions about adoption of the
CS method in SFAS 52.
Summary
In this brief examination of the statistical properties of translated
earnings, several things have been determined. The translation method
is significant for ROE, even averaged over a twelve-year period. Differ-
ences among methods are large and significant. The MX and MI
methods, similar in concept, produce significantly different ROE. The
MI and CR methods, quite different in concept, produce similar though
distinguishable ROE. The accumulated holding gain included in own-
er's equity by the CS method is large in relative terms and represents
a substantial portion of owner's equity at the t\velfth year after begin-
ning (because of the fixed rates of exchange before 1967) at zero. It
has no simple economic interpretation and does not fit smoothly into the
conventional accounting model.
The translation method affects ROE variability. The overall results
order the CS method as producing smallest variability-, followed by the
MI mediod, the MX med:iod, the CR method, and the CX method in
exactly that order. There is relatively little difference in the variability
produced by the MX and MI mediods, and by die CR and CX
methods.
The direction of currency movement is important in the choice of
translation method, because different methods report significantly
different ROE, and the sign of these differences reverses when the di-
recUon of currency movement reverses.-*
GENiERALIZABILITY
The program used for translation was applied to only two currencies
over a pardcular twelve-year interval. These currencies were chosen in
" The analysis reported in this section was also conducted by industr>' group
and individual industr>-. For the restricted sample of industries considered, the
search for industry efifects was largely negative. Although the magnitudes of
translation effects were industry dependent, the ordering of translation methods
was insensitive to industry-. The details are reported in Jon R. Nance, "Conse-
quences of Foreign Currency Translation Methods: An Industry Comparison,"
Proceedings of the Midivest Regional Meeting of the American Accounting Asso-
ciation (1982), p. 219.
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part because of exchange rate behavior over that interval : the deutsch
mark rose steadily against the dollar, while the pound declined steadily
until 1976, reversing this behavior on the strength (according to many
observers) of British interest in North Sea oil. A comment is appropri-
ate concerning the degree to which the reported results on ROE and
ROE variability may be generalized to other currencies.
The results for ROE depend primarily upon the drift rate of the
exchange rate involved in translation. Relatively long-term drifts in
the exchange rates of the currencies of major trading nations have been
commonplace in the floating rate period. This phenomenon may
plausibly be traced to consistent national differences in expansionary/
inflationary monetary policies. For example, such differences have
existed between Switzerland and Germany on the one hand, and the
United States and Britain on the other. These long-term drifts imply
that the effect of translation method on ROE will be important in many
exchange environments.
On the other hand, there are exchange rates for which the long-term
drift has been much less significant. Until recently, the exchange rate
between the U.S. and Canadian dollars has shown little drift, despite
an interval of float much longer than that of other major currencies.
For such rates, the impact of translation method on income is of rela-
tively minor importance.
The results for ROE variability depend primarily on the volatility of
exchange rates. There is substantial evidence that, in the floating rate
period, the volatilities of the exchange rates of major trading currencies
have been similar. Levich showed that in the period 1973-75, the
standard errors of weekly percentage changes in the exchange rates of
eight major trading currencies with the U.S. dollar range from 0.8 per-
cent for the pound to 1.7 percent for the Swiss franc, with most values
in the 1.3-1.6 percent range. ^^ This relative currency independence of
exchange rate volatility suggests a relative currency independence of
the results on the effect of translation method on ROE variability
reported in this paper.
CONCLUSIONS
The analysis has shown that significant differences in the translated
financial statement of foreign subsidiaries follow from the use of differ-
ent translation methods. These differences, if current consolidation
policies are maintained, become the ingredients of complex and subtle
" Richard Levich, The International Money Market: An Assessment of Fort-
casting Techniques and Market Efficiency (Greenwich, Conn.: JAI Press, 1979).
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properties of the consolidated financial statements of multinational
enterprises engaged in multiple lines of business and operating in
multiple currency environments. The hypothetical results of one
method of translation will not normally be available to users of financial
statements if another method was utilized in their preparation. Al-
though certain editorial comments attended the examination of trans-
lated financial data in this paper, no normative criteria are introduced
here. Therefore, no policy recommendation can be made as a result of
this study.
This study shows, however, that the method of translation is signifi-
cant in the preparation of financial statements of multinational enter-
prises and provides considerable information as to its significance. The
interested parties, users and preparers of financial statements, must
combine these results with their own interests and determine how
strongly they should lobby, and what they should be willing to sacrifice
to promote the adoption of a translation method which they find
desirable.
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The Multiple Earnings Announcements
of Non—U. S. Multinational Enterprises
Implications of Observed Patterns
GARY MEEK*
Substantial documentation exists regarding the many difTerences in
accounting principles and reporting practices of companies throughout
the world. One can, for example, refer to publications by Price Water-
house International,^ the American Institute of Certified Public Ac-
countants,^ and a number of individual authors (for example, Zeff^)
for evidence of existing difTerences. Fundamentally, these variations
result from differing economic, social, and political environments found
in the countries around the world. Choi and Mueller* assert a number
of environmental circumstances such as the type of economy involved,
legal system, pattern of business ownership and size of business firms,
relative stability of the currency unit, and general levels of education,
which, in their opinion, directly affect accounting development. Ac-
counting must be responsive and sensitive to its environment if it is to
be a socially relevant discipline. Thus, heterogeneity in accounting prac-
tices around the world is to be expected, given that the environmental
circumstances vary.
* Gary Meek is Assistant Professor of Accounting at Oklahoma State University.
* Price Waterhouse International, A Survey in 46 Countries: Accounting Prin-
ciples and Reporting Practices (London: Price Waterhouse International,
1975).
' American Institute of Certified Public Accountants, Professional Accounting
in 30 Countries (New York: AICPA, 1975).
' Steven A. ZefT, Forging Accounting Principles in Five Countries: A History and
an Analysis of Trends (Champaign, 111.: Stipes Publishing Company, 1971).
* Frederick D. S. Choi and Gerhard G. Mueller, An Introduction to Multina-
tional Accounting (Englewood Cliffs, N.J.: Prentice-Hall, 1978), pp. 23-28.
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To the extent that countries are similar along environmental di-
mensions, however, perhaps some similarities of accounting practices
also exist. Such a relationship is posited by Mueller, Seidler and others.^
Frank empirically supports the hypothesis that the cultural and eco-
nomic environment in a country influences its accounting principles
and reporting practices.® Moreover, he finds a close association between
groupings (clusterings) of countries by accounting practices and group-
ings by environmental factors. By applying statistical procedures to the
accounting and reporting practices surveyed in Price Waterhouse Inter-
national's A Survey in 38 Countries, Frank finds that four clusterings
(or accounting prototypes) emerge: (1) the British Commonwealth,
(2) Latin America, (3) Continental Europe, and (4j the United States.
Then by independently grouping the same countries along selected en-
vironmental characteristics, he consistently groups the countries in 83
percent of the cases." Thus, it seems that while wide disparities in fi-
nancial accounting practices and reporting exist worldwide, some dis-
cernible groupings do emerge upon closer analysis.
As long as the corporation supplying financial information and
the investor using the information are from the same country (or per-
haps "reporting environment"), financial reporting problems remain
much less complicated than when information and investor come from
different countries. A company domiciled in one country must report
its results of operations to investors in another countr\'; however, new
"transnational financial reporting" issues arise. For the company, the
basic problem is one of conveying to a "foreign" reader the same mes-
sage that a native reader receives; the "problem" arises because readers'
educations, cultures, and experiences vary worldwide. An increasing
number of companies must contend with the problem as more and more
seek capital on a global basis. For the user, the problem is one of adapt-
ing to the variety of financial reporting practices that exist around the
world and of interpreting the specific message received from the "for-
eign" corporation. As investors increasingly diversify their portfolios
' Gerhard G. Mueller, ".A.ccounting Principles Generally Accepted in the United
States versus Those Generally Accepted Elsewhere," International Journal of
Accounting (Spring 1968): 91-103; L. J. Seidler, "International Accounting—
The Ultimate Theory Course," Accounting Review (October 1967) : 775-81.
' Werner G. Frank, "An Empirical Analysis of International Accounting Prin-
ciples," Journal of Accounting Research (Autumn 1979) : 593-605.
' The proposition that countries of the world can be clustered by their accounting
principles is also empirically supported in Richard C. DaCosta, Jacques C.
Bourgeois, and William M. Lawson, "A Classification of International Financial
Accounting Practices," International Journal of Accounting (Spring 1978) : 73-
85. The article suggests several factors, some of them environmental in nature,
which underlie financial accounting practices.
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of securities internationally, more and more of them face the problem.
Thus, both corporations, as suppliers of financial information, and
readers, as users of such information, face a task when dealing with
their "foreign" counterparts.
To date, the bulk of the research on transnational financial reporting
has dealt with the subject from the perspective of the corporation, and
more specifically, with the annual report to shareholders. For example,
Bedford and Gautier document differences in the content and structure
of annual reports of companies from the European Economic Com-
munity, Switzerland, and the United States.^ Barrett analyzes annual
report disclosure of companies from seven industrialized countries, and
finds variations in the level of disclosure across countries, as well as a
general improvement in the extent and quality of disclosure over the
time period studied.®
Choi and Mueller classify six approaches that the world's multina-
tionals take in reporting, through annual reports, to audiences in other
than the home country. ^° Corporations "accommodate" their foreign
readership by one or more of the following forms
:
1. No accommodation to foreign readers. Financial statements, pre-
pared according to local accounting principles, retain the native lan-
guage and currency. This approach assumes a general applicability
and usefulness in other countries, and leaves it to the reader to interpret
the report. This is the prevalent practice of companies domiciled in the
United States and in France.
2. Convenience translations. Financial statements are still prepared
using local accounting principles, but the text portions are translated
into another language. Monetary units are not translated. In a sense,
this approach assumes that to "read" something familiar is better than
nothing at all, but it still does little to accommodate the foreign reader.
German and Swiss companies often adopt this approach.
3. Convenience statements. These are convenience translations taken
one step further. Here, the monetary amounts are translated as well
(usually by applying the year-end foreign exchange rate to all amounts
in the financial statements) , so that both the text and monetary amounts
' Norton M. Bedford and Jacques P. Gautier, "An International Analytical
Comparison of the Structure and Content of Annual Reports in the European
Economic Community, Switzerland, and the United States," International
Journal of Accounting (Spring 1974): 1-44.
*M. Edgar Barrett, "Financial Reporting Practices: Disclosure and Comprehen-
siveness in an International Setting," Journal of Accounting Research (Spring
1976): 10-26.
" Choi and Mueller, Multinational Accounting, pp. 112-19.
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are familiar to the audience of interest. Several possibilities for mis-
understanding which seem less likely with the previous two, however,
are associated with this approach: (1) the fact that home generally
accepted accounting principles (GAAP) are used is obscured and
(2) the fact that different auditing standards may have been observed
and, hence, the inherent reliability of the financial statements may not
be what the user expects. Convenience statements are issued by some
European and Japanese companies.
4. Disclosure of impacts of differences in accounting principles. For
the particular audience of interest, the financial statements include a
special footnote or supplementary schedule reconciling net income
(and sometimes asset and liability accounts) on the basis of the generally
accepted accounting principles of the home country to a net income
amount based on the accounting principles of the country of the audi-
ence of interest. This is the minimum requirement for reporting to the
U.S. Securities and Exchange Commission (SEC) by non-U.S. com-
panies in their 20-K reports. Also, the Dutch Philips Company routinely
includes this disclosure in its annual report.
5. Multiple reporting. "Primary" financial statements are prepared for
local audiences in the native language and using local accounting
principles. "Secondary" financial statements are also prepared for audi-
ences in other countries, the characteristics of which include (a) the
text material in the language of the "other country"; (b) the GAAP
and disclosure criteria from the "other country"; and (c) the monetary
amounts expressed in the currency of the "other country" (as in con-
venience statements). Essentially, this approach requires a company
to keep more than one "set of books." It is also the recommendation
of the Accountants International Study Group. ^^ It is typical for to-
day's large Japanese multinationals.
6. World standards. Here the company attempts to transcend national
reporting differences by synthesizing the practices around the world.
The financial statements may or may not be consistent with the recom-
mendations of the International Accounting Standards Committee.
This approach is quite rare. In the absence of prescribed worldwide
standards, comparability across firms is by no means assured, since each
company selects what in its own management's opinion represents the
"best" of the practices in the world. Sometimes these financial state-
ments will be appended to the local set, but they may actually be the
primary financial statements. The statements of the Swiss CIBA-
" Accountants International Study Group, International Financial Reporting
(Toronto: AISG, 1975).
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GEIGY Ltd. illustrate the former, while those of the Dutch/U.K.
Royal Dutch/Shell illustrate the latter.
While the annual report is certainly an important source of informa-
tion for judging corporate profitability, it is not, presumably, the only
source used by the financial community'. Corporations communicate
financial information in other ways. For example, the annual earnings
announcement published in financial newspapers t)'pically precedes the
dissemination of the annual report by several weeks. As a more timely
source of information, the earnings announcement is likely to be impor-
tant to users of financial information, too. And some empirical evidence
suggests that this is often the case. Beaver documents responses of U.S.
security market participants to the annual earnings announcements by
U.S. companies.^- Forsgardh and Hertzen find that the Stockholm
market reacts to earnings announcements of Swedish firms, ^^ and
Deakin and Smith find reactions to the earnings announcements of
South African companies on the Johannesburg exchange.^* Thus, the
earnings announcement that corporations make to their home country
audience has been studied, at least to some extent. What has not been
studied regarding multinational enterprises, however, is how they
publicly report their results (if at all) to audiences in other countries,
other than through the annual report medium. Differential access to
this public announcement could give investors in some parts of the
world a potential advantage over others in trading on this information.
Therefore, knowing what some multinationals do in this regard would
seem to be of interest to investors, as well as to other multinationals.
For the purposes of this study, the perspective of a U.S. investor in the
equity securities of non-U. S. firms is chosen. Thus, the analysis focuses
on how selected non-U. S. multinational enterprises (MNEs) publicly
announce annual operating results to a U.S. audience, in terms of the
timing relative to the home announcement, as well as the accounting
principles used to measure the results. Essentially, this extends what we
know about how MNEs accommodate their foreign readership in the
annual report by studying how they accommodate a foreign audience
in the annual earnings announcement.
" William H. Beaver, "The Information Content of .\nnual Earnings .Announce-
ments," Empirical Research in Accounting: Selected Studies, Supplement to
Vol. 6, Journal of Accounting Research (1968) : 87-92.
" L. Forsgardh and K. Hertzen, "The Adjustment of Stock Prices to New
Earnings Information,'' in International Capital Markets, ed. E. J. Elton and
M. J. Gruber (.\msterdam: North-Holland, 1975), pp. 68-86.
" Edward B. Deakin and Charles H. Smith, "The Impact of Earnings Informa-
tion on Selected Foreign Securities Markets," Journal of International Business
Studies (Fall 1978): 43-50.
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The U.S. m\-estor also has another potential source of information
concerning the annual earnings number of foreign MXEs,. and that is
the annual filing uith the Securities and Exchange Commission (Form
20-K)j required of non-North .American MNEs with shares listed on a
U.S. stock exchange, and which have assets exceeding SI million and
more than 500 shareholders.^" What is particularly interesting about the
20-K is the following SEC requirement:
Every issuer filing a report on this form shall file as a part of its report the
financial statements, schedules and accountants' certificate which would be
required to be filed if the report were filed on Form 10-K. .Any material
\-ariadon in accounting principles or practices from the form and content of
financial statements prescribed in Reguladon S-X shall be disclosed and, to
the extent pracdcable, die effect of each such variation given. "^
Thus, apart from any accommodation the MXE may give the U.S.
investor in the annual report, the corporation is required to explain
and quandfy in the 20-K the effects of differences between using the
G.A„-\P of the home country and of the United States. For the U.S.
investor, the 20-K m.ay be the only place from which to obtain a net
income number from a foreign corporation that is stated on the same
basis as for a U.S. corporadon. Comparabilit\' is often considered a
desirable characteristic of financial information.-' and so the 20-K
is potentially valuable to a U.S. investor. Moreover, knowing how-
foreign MNEs comply %vith the aforementioned reporting obHgation
in the 20-K has implications regarding the SEC's enforcement policies
and the potential usefulness of the 20-K for an investor.
The primary- purpose of this paper is to docimaent the reporting
patterns that derive from three reporting events by selecting non-U. S.
multinational enterprises. The three events are ( 1 ; the annual earnings
announcement that the companies make in their respective home
countries, (2) the annual earnings announcement that the companies
make in the United States, and (3) the annual Form 20-K filing that
the companies must make \s-ith the U.S. Securities and Exchange Com-
mission. The doctunentation emphasizes the timing of the three report-
" Reportiiig requirements for foreign issuers under the Securities Exchange Act
are discussed in Ame Hovdevsen, "Applicabilit>- of the Registration and Repcrt-
tng Requirements of the Securities Exchange Act to Foreign Issuers," contained
in Sixth Annual Institute on Securities Regulation, ed. Robert H. Mundheim et
al. (New York: Practicing Law Institute. 1975;; and in Timothy Tcmlinson,
"Federal Reguladon of Secondaj^i- Trading in Foreign Securities," Business
LajLyer 'Januar>- 1977^ : 463-505.
^* Prentice-Hall Securities Regulation, Vol. 3 (1978,, paragraph 13,295.
"Statement of Financial Accounting Concepts So. 2 — Qualitative Characteris-
tics of Accounting Information, reprinted in the Journal of Accountancy ^August
1980)
:
105-20, specifically discusses comparability in paragraphs 111-19.
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ing events relative to one another, and the accounting principles used
to measure the earnings so reported. Thus, this paper seeks to extend
what is already known regarding transnational financial reporting by
examining reporting communications other than the annual report—
communications whose content has heretofore gone unstudied and
which are potentially valuable sources of information for U.S. investors.
DATA GATHERING
The Companies
It was decided initially to limit the investigation to non-U. S. firms
whose shares are traded on the New York or American Stock Ex-
changes. The criterion was imposed primarily to keep the data col-
lection effort within what a priori was felt to be a reasonable bound.
It is not clear hoNv this limitation biases tlie results. The firms con-
sidered are more likely to be the largest of the world's multinationals,
and they may have more experience in dealing with transnational fi-
nancial reporting problems. Being traded on the t\vo major U.S. ex-
changes enhances their visibility to the U.S. investment communit\\
and, thus, these finns may be the ones in \vliich U.S. investors are most
interested.
Foreign firms traded on the Ne^v York Stock Exchange were iden-
tified by referring to the annual editions of The New York Stock Ex-
change Fact Book from 1968 through 1978. Foreign firms traded on
the American Stock Exchange were identified via correspondence with
AMEX. Additionally, various editions of Standard and Poor's Register
and Standard and Poor's Daily Stock Price Record ^^•ere consulted to
determine any other companies that escaped detection.
The following additional criteria and consideradons reduced the final
list of companies to t\vent\--six from five countries
:
1. A countr\-'s GAAP and disclosure practices should potentially differ
from those of the United States. This study intends to focus on how
firms with potentially unfamiliar reporting accommodate the U.S.
investor. If the reporting standards in a company's countr\- of domicile
are similar to those in the United States, it would not be possible to
determine whether or not the company is actually accommodadng the
U.S. audience.
2. The company should be incorporated and domiciled in the same
'"home" country-. (Sometimes companies incorporate in another coun-
tr\- to take advantage of tax shelter arrangements.) It was felt that the
lack of a clear national idendt\' for a company's GAAP and disclosure
practices could confound the results.
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3. If data collection problems were encountered in securing the dates
of the home country earnings announcements in a country, the firms
in this country were eliminated out of necessity.
Exhibit 1 presents the list of companies included in the study.
Exhibit 1. Companies Included in the Study
Israel
Alliance Tire and Rubber Co., Ltd.
American Israeli Paper Mills Ltd.
Etz Lavud Ltd.
Japan
Honda Motor Co., Ltd.
Kubota, Ltd.
Matsushita Electric Industrial Co., Ltd.
Pioneer Electronic Corp.
Sony Corp.
Netherlands
KLM Royal Dutch Airlines
Royal Dutch Petroleum Co.
Unilever N.V.
Philippines
Atlas Consolidated Mining and Development Corp.
Benguet Consolidated, Inc.
Marinduque Mining & Industrial Corp.
Philippine Long Distance Telephone Co.
San Carlos Milling Co., Inc.
United Kingdom
B.A.T. Industries Ltd.
British Petroleum Co., Ltd.
Courtalds Ltd.
Dunlop Holdings, Ltd.
EMI, Ltd.
Imperial Chemical Industries, Ltd.
The Imperial Group, Ltd.
Plessey Co., Ltd.
"Shell" Transport and Trading Co., Ltd.
Unilever, Ltd.
The Dates and Contents of the Reporting Events
The time period studied includes fiscal years 1968 through 1978. Dur-
ing this period of time, interest in transnational investing intensfied,
and the difficulties of transnational financial reporting gained wider
attention. The time period also seems sufficiently long to secure data
points.
The following describes the procedures used to secure the dates and
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contents of the three reporting events during the time period studied.^^
The dates (as well as contents) of the "home country" annual earnings
announcements for companies domiciled in Israel, Japan, the Nether-
lands, and the Philippines were secured for the author by knowledgeable
individuals in these countries. ^^ The sources of the "home" announce-
ments were determined by these individuals and are as follows
:
1. Israel— release filed with the Tel-Aviv Stock Exchange;
2. Japan— press release published in Nippon Keizai Shimbum {Japan
Economic Newspaper)
;
3. Netherlands— press release published in Het Financieel Dagblad
[Financial Daily) ; and
4. Philippines— press release published in various Philippine financial
newspapers.
The dates of the U.S. companies' announcements in the United King-
dom were gathered from the Financial Times (London) .^° Addition-
ally, letters were sent to each company in the study asking for the same
information. The companies' responses were then used to cross check
the information so gathered. The U.S. earnings announcement dates
were taken from the Wall Street Journal Index and verified by refer-
ence to the specific issue of the Wall Street Journal. The announcement
dates represent the first public disclosure by the companies of their
annual earnings in the home countries and in the United States. Alto-
gether, 200 home, and corresponding U.S., earnings announcement
dates and contents were secured.
The dates of the 20-K filings were secured from two sources. The
SEC stamps a "Date Received" on the cover page of each filing, which
represents the first date that the public can review the filing in the
public reference room of the SEC in Washington, D.C. Disclosure, Inc.,
a private company that sells copies of various SEC documents on file
" Because there is a lag between a company's fiscal year end and when it an-
nounces earnings or files its 20-K, the dates cover calendar years 1968 through
early 1979.
"These individuals were the following:
a. Israel — Professor Baruch Lev, Dean of the Graduate School of Business
Administration, Tel-Aviv University;
b. Japan —• Professor Kazuo Hiramatsu, faculty member at Kwansei Gakuin
University, Osaka
;
c. Netherlands— Dr. Leon van den Boom, former visiting scholar in account-
ing. University of Washington ; and
d. Philippines— Mr. E. R. Reyes, partner with SGV & Co., Manilla.
Copies of the Financial Times for announcements during calendar years 1968
through 1972 were examined at the Guildhall Public Library, London, and for
years 1973 through 1979, at the University of Washington.
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in Washington, D.C., began copying 20-K filings on a regular basis in
1975/1976.^^ These copies were examined at the J. Hugh Jackson
Library of Business, Stanford University. In addition, several more 20-K
filing dates were secured by ordering cover pages directly from Dis-
closure. The contents of the 20-Ks examined at the Stanford library
were also noted. The contents of several additional 20-Ks were available
via Corporate Investors Research Library, which reprints the 10-Ks
and 20-Ks of New York Stock Exchange companies. (Unfortunately,
the filing dates are not shown.) Through these procedures, the author
secured the dates (only) for sixteen 20-Ks, the contents (only) for
thirteen, and the dates and contents for seventy-six.
THE FINDINGS
This section describes the reporting patterns that emerge, based on the
observations secured by the foregoing procedures. The description em-
phasizes the timing of the three reporting events (home earnings an-
nouncement, U.S. earnings announcement, and filing of Form 20-K
with the SEC) relative to one another, and the accounting principles
used to measure the earnings so reported.
First, with the exception of the Japanese companies, all companies
report their earnings in both the home country and the United States
using the generally accepted accounting principles of the home country.
In some cases, however, these earnings are also consistent with U.S.
GAAP, a point which is discussed later.
The Japanese companies are unique in their pattern of earnings re-
porting. Approximately three months prior to the close of the fiscal
period, corporate officials release a "forecast" of the earnings for the
period. The "final" earnings amount, subject to formal approval by
the shareholders, is announced about a month and a half to two months
after the close of the fiscal period. Both the forecast and final earnings
are measured using Japanese GAAP. Approximately one month later,
the companies release earnings in the United States, based on U.S.
GAAP. (Recently, two of the companies— Pioneer and Sony— have
been making their final earnings announcement concurrently in Japan
and in the United States, the Japanese announcement based on
Japanese GAAP, and the U.S. announcement based on U.S. GAAP.)
For the Netherlands and U.K. companies, the home and U.S. earn-
ings announcements are concurrent. For the Israeli companies, the
home announcements average one to two weeks prior to the U.S. an-
nouncement. For the Philippine companies, no clear pattern emerges—
^ A conversation with an employee of Disclosure, Inc., revealed this.
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one company releases concurrently, another company releases earnings
at home one to two weeks prior to the U.S. announcement, while a third
releases earnings in the Philipines a month and a half after it releases
in the United States. Finally, one Philippine company does not release
earnings in the United States at all.^^
A pattern consistently noted for companies is the filing of the 20-K
report just at the deadline, that is, six months after the end of the
respective fiscal year.
There is no requirement by U.S. regulatory bodies that public re-
leases of earnings in the United States be stated in conformity with
U.S. GAAP. And, as previously noted, companies used their home
accounting principles to report earnings in the United States (except
for the Japanese)
.
In no case is this fact disclosed.
Previously, it was stated that the SEC requires a reconciliation in the
20-K of differences between home and U.S. GAAP when such differ-
ences are material. Thus, one should be able to tell from examining the
20-K whether the accounting principles used are also consistent with
U.S. GAAP; and if they are not, what net income would be using
U.S. GAAP. The 20-Ks examined for the firms in this study fall into
three groupings.
Group 1
The Japanese companies use U.S. accounting principles in preparing
their financial statements in the 20-K.23 (As previously noted, the U.S.
earnings announcement is also stated in U.S. GAAP.) This is either
explicitly stated in the footnotes and/or auditors' report, or is easily
mferred from reading the accounting principles footnote. The ac-
countmg principles of the Shell Group Companies — Royal Dutch
Petroleum Co. and "Shell" Transport and Trading
-are also con-
sistent with U.S. GAAP. In fact, their accounting practices conform
to the reqmrements of the Netherlands, United Kingdom (home coun-
tries, respectively of the parents) and the United States.^^* For one
Philippine company, the application of Philippine GAAP also con-
forms to U.S. GAAP. For this group, no new basis for measuring eam-
"" It was not possible to define a reporting pattern for the fifth Philippine com-pany since the source was not able to secure the home announcement dates of
earnin^in th ' PV?
"•
' T^^.'
^°^'^"' '^^' '^^ '"^P^"^ ^^^ "°t announce
rnings in the Philippines. It does announce in the United States
U^ sharel.^fders.^''''
""^ '" ^''^^" '^"' general-purpose annual reports to
=^The Companies' 1978 consolidated annual report states, "It has always been
TIn;tTi?° T ^ 'y"i^^^^%°/ accepted practices in at least the Netherlands, theUnited Kingdom, and the United States " (p. 36)
.
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Exhibit 2. 20-K Groupings
Number of Xumber of companies
20-Ks represented*
Group 1 33 o
Group 2 24 8
Group 3 27 11
89
rn;1 S!?^^^ "^^ ^ represented more ian once if, for exa-^ole i-> ''"•-K for one v«r k
end. Both, quite naturally, are based on Japanese G.\.\P. A U.S. an-
nouncement foUows, but ba^^ed on U.S. accounting principles. The fi-
nancial statements in the 20-K are prepared according to U.S. G.\.-\P.
Companies from other countries in this study announce^eaminss at home
and in the United States on the basL^ of '=home" accounting principles:
most companies make these t\\-o announcements simultaneously. In the
case of the Shell Group companies, the accounting practices, while
conforming to home requirements, also conform to U.S. requirements.
One Phihppine company also fits this same pattern. For all of die re-
maining firms, ho\vever, it seems that a net income number based on
home G.\,\P and one based on U.S. G.\.\P are potentiaUv ver^•
different. In the 20-K filing, die SEC does not require financial state-
ments (and hence, a net incom.e number) in conformity- u-ith U.S.
G.\.-\P: but it does require a reconciliation, as supplemental disclosure.
\vhen the accounting principles diat are used to produce material dif-
ferences from ^vhat would be produced under U.S. G-\AP. Of coui^e.
companies may file financial statements in conformit^• \sidi U.S. G.\.\P
if diey %\-ish. Basically, those companies whose pre%4ous, pubUclv an-
nounced earnings amount Ls consL>tent %nth U.S. G.\.\P also prepare
financial statements conforming to U.S. G.\.\P. ^Hus L^ not too sur-
prising since, if die accounting s>^tem produces a net income number
consistent ^^idl U.S. G.\.\P- ^^hich may also be consistent ^^-idl home
^•^-^P— q^^e likely the financial statemenL^ produced \vill also be
compatible ^^ith U.S. G.\.\P. A number of the remaining sets of firms
do comply ^si± die SEC requirement of supplemental^ dL^losure of
differences. The compHance is of recent origin, however, and in some
cases, these same companies did not comply in earlier years. Other firms
still do not complv.
IMPLICATIONS AND DISCUSSION OF FINDINGS
^Vhat do diese patterns imply? From what has been obser^•ed in this
128 THE INTERNATIONAL JOURNAL OF ACCOUNTING
Study, it is not clear that firms go much beyond institutional require-
ments in discharging their reporting obligations. For example, the
Japanese are odd in their type of reporting pattern. For some time,
ho\vever, the SEC has required them to prepare U.S. GAAP financial
statements in their 20-Ks, and it is interesting to note that the Japanese
"SEC" also accepts the financial statements filed with the U.S. SEC,
based on U.S. GAAP. It may ver>' well be that the Japanese firms an-
nounce earnings in the United States based on U.S. GAAP because
they know that they are going to compute a U.S. GAAP net income
number any^vay.
It was also noted that the Shell Companies use accounting principles
acceptable in the United Kingdom, the Netherlands, and the United
States. That the accounting principles are consistent with those of the
two countries of domicile of the parents is not too surprising (this is also
the case for the other bi-national group, the Unilever Companies) . But
considering that its 69 percent-ouTied subsidiary— Shell Oil Company
— is a U.S. company, traded on the Ne\v York Stock Exchange, and
(therefore) must abide by U.S. GAAP, it is not farfetched at all to
expect that the Shell Group might want its accounting principles to
conform to U.S. GAAP as well. (Shell Oil accounts for roughly one-
eighth of the Group's total assets.) Since U.K. and Dutch companies
are given more flexibility in selecting accounting principles than are
U.S. companies, achie\-ing conformity with the standards of these three
countries is not necessarily that difficult. One other company (Philip-
pine) was noted as having standards in conformity with home and
U.S. requirements; this is not diflRcult for Philippine companies to
accomplish, either.
Thus, several cases have been documented where companies an-
nounce earnings numbers in the United States consistent with U.S. ac-
coimting standards. In no case, however, is it clear that these companies
have tried to accommodate their U.S. audience by using rules more
familiar to them. In each case, it can be argued that this is a way to
achieve multiple institutional requirements with one set of accounting
measurement rules. In fact, of course, most of the companies surveyed
announce their earnings amount in the United States based on home
principles which are inconsistent with U.S. principles -— in these public
announcements, at least, no attempt is made to accommodate the U.S.
audience. It is curious, too, that compliance with SEC reporting rules
in filing Form 20-K is not uniformly observed. This may indicate that
SEC enforcement procedures are lax, that companies do not take the
requirements seriously, or both. It may imply an implicit acceptance by
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the SEC of the quality of reporting by these large multinationals, how-
ever. Unfortunately for those investors desiring financial information
stated on a basis comparable to U.S. firms, the potential usefulness of
the 20-K is seemingly diminished.
The previous comments attempting to explain the patterns noted
are, of course, conjecture at this point. More research is necessary be-
fore any of them can be stated with a degree of confidence. If the
suggestion that companies discharge their transnational financial re-
porting obligations by responding to minimum institutional guidelines"
IS accurate, however, credence is lent to the idea that achieving world-
wide uniform standards is best achieved in an institutional framework.
Voluntary methods may not work.
One could argue that by releasing an earnings figure to the U.S.
audience based on home GAAP, MNEs are at least providing a more
timely piece of financial information (since it would presumably re-
quire extra time to generate a U.S.-based earnings number). Whether
it is useful is another question, but it would seem that firms should at
least identify that the earnings amounts published here are based on
home countr>' accounting rules; this is something that none of diem
does now.
Several cases are also documented where the home and U.S. earnings
announcements are not concurrent; one firm does not announce in the
United States at all. Differential access to this information conceivably
gives securities market traders in certain parts of the world an ad-
vantage over traders in other parts. In general, this t>TDe of market
"friction" may result in less efficient securities markets worldwide.
This paper has extended what we know about transnational financial
reporting by examining, from the corporate perspective, certain finan-
cial reporting events that have heretofore not been studied. In a follow-
up paper, the author will examine how users respond to these events,
as evidenced by U.S. securities market reactions.
The worldwide diversity in financial reporting practices creates
many of the reporting problems cited in this paper; a greater degree of
compatibility would help solve them. The author supports the efforts
of die Internadonal Accounting Standards Committee, and calls for
more cooperation among die world's national accounting policy-making
bodies.
** With the 20-K filings, it is not clear that all companies even do this.
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An Overview of Rinnainan Accounting
/MLCOLMM. McCLURE*
INTRODUCTION
The English-language literature on accounting in Eastern Europe shows
an interesting imbalance. The USSR and Poland are frequently dis-
cussed by both Western and native authors. East Germany and Yugo-
sla\'ia are discussed minimally, but a void exists for the rest of the
Eastern Block countries. This lack of coverage is probably due to { 1 ) a
lack of training in the languages of Eastern Europe by English-speaking
accounting theorists; (2) a lack of interest or opportunits- on the
part of Eastern European accountants to publish in English; (3) a lack
of relevance of Eastern European economies to most \Vestem econo-
mies; and (4) an assumed complete conformance of Eastern European
accounting systems to the Soviet SN^stem. Three of the traditional text-
books on international accounting (Choi and Mueller, Arpan and
Radebaugh, and Nobes and Parker^) ignore Eastern Europe. This
seems an inexcusable lack of information on accounting s%^tems cover-
ing a large and important part of the world's productive economies.
This paper presents a short overview of the current Rumanian ac-
counting system according to Rumanian accounting textbooks. The
\iew presented is purely s%Tichronic — it examines only ^\hat the system
is at the moment. It is necessar%- to establish a s\Tichronic picture of a
* Malcc!m M. McClure is Associate Prcfesscr cf Accounting at Illinois State
Universirv-, Normal, Illinois.
' Frederick D. S. Choi and Gerhard G. Mueller. An Iniroduction to Mult>
national Accounting (Englewood Cliffs, N.J.: Prentice-Hall. 1978); Idem,
International Accounting (EnglcNsood Cliffs, N.J.: Prentice-Hall, 1984) ; Jeffrey
Arpan and Lee Radebaugh, International Accounting and Multinational Enter-
prises (Boston: \VarTen, Gorham & Lamont, 1981); and Christopher Nobes
and Robert Parker, Comparative International Accounting (Hcmewood, 111.:
In-vin, 19S1).
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system before addressing the important questions of how the system
arrived at its current state and what potentially change-producing
pressures (both system internal and system external) bear on it.
The paper discusses the Rumanian accounting system in terms of
(1) what types of organizations are required to account; (2) what
types of organizations receive these reports; (3) what types of reports
must be filed; (4) what the structure of the accounting function is;
(5) what the theoretical basis of accounting is; and (6) what account-
ing methods are used.
ORGANIZATIONS REQUIRED TO REPORT
As expected of a centrally controlled economy, all organizations must
report to some higher unit:^
...in socialism all organizations, of all kinds: economic, scientific, cultural,
political, etc., to the extent that they possess and manage material and
monetary assets, are obliged to carry out accounting. Thus, all of these firms,
institutions and organizations constitute accounting units.^
Enache notes that a planned economy cannot function without feed-
back.* Rusu states more specifically that "the regulation concerning
reports and balance sheets of firms and of state economic organizations,
cooperative organizations, and public activities provides for the prepar-
ation of the balance sheet quarterly and annually."^ Interestingly, none
of the available sources mentions accounting for privately owned en-
terprises, although such organizations are allowed to employ as many
as six workers and must pay income taxes.
ORGANIZATIONS RECEIVING THE REPORTS
Since the entire Rumanian economy amounts to one huge corp>oration
(excepting small private enterprises) , every employee has a superior to
whom accounting reports must flow (as is generally true in managerial
accounting) . As Lanczos states:
Accounting reports are prepared quarterly and annually, and monthly is
prepared "the situation of the principal economico-financial indicators."
Both the reports and the monthly "situation" are forwarded to the hier
archically superior organization (central headquarters, the minister, the re
' Translations are as close to literal as possible without destroying intelligibility
'Stefan Lanczos, Elemente de contabilitate [Elements of Accounting] (Cluj
Napoca: Editura Dacia, 1975), p. 22.
* Ghcorghe Enache, Bazele contabilitdtii {The Bases of Accounting] (Bucharest
Editura Stiintifica %\ Enciclopedica, 1977), pp. 31-32.
*Dumitru Rusu, Bazele contabililalii [The Bases of Accounting] (Bucharest
Editura Didactica §1 Pedagogica, 1977).
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gional director of the economy, etc.) to local financing banks, and to the
regional director of statistics.^
In addition, the national bank, the investment bank, the agricultural
bank, the State Committee for Planning, the Central Director of
Statistics, and the workers (or their representatives) receive quarterly
reports.^
Inventory shortage reports are considered quite a sensitive issue
and must be approved at surprisingly high levels for relatively small
amounts; for example, according to Lanczos,^ the head of an enter-
prise can only approve amounts up to $25 while those over $750 must
be approved by the vice-prime minister who coordinates the state com-
mittee for economics and local administration.®
TYPES OF ACCOUNTING REPORTS
The principal accounting report is the balance sheet,^° which is com-
posed of the synthetic accounts— details are suppressed as in American
accounting. An example is included as Appendix 2. The balance sheet
{bilant) must be prepared quarterly. The balance sheet must be
accompanied by appendices and an explanatory report. The appen-
dices {anex la bilant) are listed here.^^
General forms— common to branches and sub-branches
Distribution of benefits and coverage of planned losses;
Turnover tax and regularization tax;
Financing current assets;
Assets and sources of financing investments;
Amortization of fixed assets;
Capital repairs and diverse expenditures;
Non-economic expenditures (that is, losses) ; and
Material damages.
Forms specific to branches of the industry
Production of goods sold and purchased;
Benefits and losses (that is, the income statement; see Appendix 3)
;
"Lanczos, Elemente, p. 202.
'Ibid., p. 195.
•Ibid., p. 176.
Rumanian lei are translated at 20 lei = $1, one of the official rates in the
early 1970s. The free market rate was about 32 lei = $1 at the time.
Lanczos, p. 196; and Constantin Staicu, et al., Contabilitatea intreprinderilor
comerciale [Accounting of Commercial Enterprises] (Bucharest: Editura Di-
dactica ji Pedagogica, 1977), p. 300.
" Lanczos, Elemente, p. 200.
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Bank loans, enterprise funds (retained earnings), and redistributions;
Rate of turnover of current assets;
Lack of turnover of current assets subject to norms;
Analysis of current assets; and
Profitability of principal manufactured products.
Explanatory reports {raporte explicative) include completion of the
financial plan, completion of the plan to introduce and extend new
techniques, completion of the plan for financing investments, analysis
of data contained in "the situation of calamities" report (corresponding
roughly to insurable losses), and difficulties, failures, and predictions
in connection with the completion of the plan. The income statement
is relegated to the status of a balance sheet supplement, as in Soviet
accounting.^^
STRUCTURE OF THE ACCOUNTING FUNCTION
Accounting is centralized on a national basis both as to the determina-
tion of accounting principles and the chain of command over ac-
countants to a greater extent than in the European Economic Com-
munity, Poland, and the Soviet Union. ^^ It is argued ^* that a set of
uniform rules is necessary in a centralized economy and that there
should thus be only one central rule-setting body (the Ministry of
Finance). It is also claimed that centralization of authority over the
chief accountant or controller (contabil §ej) is preferable, although
no explanation for such a position is presented. None of the material
surveyed cites Simon et al.,^^ although that study provides reasonable
support for the Rumanian system.
The chief accountant of a Rumanian enterprise is appointed by the
organization directly superior to that enterprise. The chief accountant
proposes personnel for his department, and the personnel are appointed
by the management of the enterprise in which the department is
located. The management of the enterprise has administrative control
over the chief accountant, but control over accounting practices comes
from outside the enterprise from the Ministry of Finance. The chief
accountant, due to his responsibility for the enterprise's fiscal soundness,
is given veto power over both financial and physical operations. The
" See Maureen Berry, "Accounting in Socialist Countries," in International Ac-
counting, ed. H. Peter Hoher (New York: Harper and Row, 1984), pp. 409-52.
" See Maureen Berry, "The .Accounting Function in Socialist Economies," In-
ternational Journal of Accounting (Fall 1982).
" See Enache, Bazele, pp. 230-35 and Lanczos, Elemente, pp. 22-23.
" Herbert A. Simon, et al., Centralization vs. Decentralization in Organizing the
Controller's Department (New York: Controllership Foundation, Inc., 1954).
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enterprise's manager can appeal such a veto to the next higher level of
management, the Ministry of Finance, or the concerned bank, depend-
ing on the circumstances.^® This is a significantly higher level of re-
sponsibility than that placed on chief accountants in the Soviet Union,
East Germany, or Poland,^^ although certain of the powers of the Soviet
chief accountant resemble those of the Rumanian chief accountant.^^
THEORY OF ACCOUNTING
Definition of Accounting and information Systems
Various Rumanian authors give different definitions of accounting.
Lanczos presents a statement which is more a characterization than a
definition: "Accounting occupies itself with the following, mirroring,
and control of phenomena and economic processes expressed in
value."^^ Enache presents a number of definitions from other authors,
but rejects them all as overly simplistic.^" Among them are the fol-
lowing:
Accounting is the science of recording the equalities of change in the capital
of a person.21
The science of accounting observes and studies movements of value caused by
economic phenomena and of legal relationships (representing them nu-
merically, quantitatively, and in values) through a process of specific calcu-
lations and establishes the result of these movements of values in a determined
period of time.^^
The object of accounting comprises the value movement of materials in eco-
nomic patterns, viewed according to economic efficiency and social de-
pendence. ^^
These definitions are suitable for relatively mechanical operations, but
they do not indicate the information-for-decision-making orientation
of American textbooks. Lanczos and Enache both differentiate strongly
between accounting (contabilitatea) and economic information systems
{sistem informational economic) and give definitions similar to the
American definition of accounting under information systems:
" Lanczos, Elemente, p. 203.
" Berry, "Accounting Function."
'* Nikolai Chumachenko and Norton M. Bedford, "Some Distinctive Aspects
of Accounting in the USSR," International Journal of Accounting (Fall 1968):
32-33.
'* Lanczos, Elemente, p. 19.
'° Enache, Bazele, pp. 27-29.
" S. lacobescu and A. Sorescu, Curs dc contabilitate comerciald generald [Course
of General Commercial Accounting], vol. 2 (Bucharest, 1923), p. 1 1.
" D. Voina, Contabilitate generald [General accounting] (Brasov: Editura
Academiei, 1947), p. 19.
T. Tama§an, Bazele ^tiintifice ale contabilitdtii [The Scientific Bases of Ac-
counting] (Bucharest: Editura jtiintifica, 1973), p. 69.
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much less important, and the profit and loss statement is m.erely an
appendix to the balance sheet. Planning h, highly important in a cen-
tralized economy, but it is barely mentioned in the Rumanian sources
used, probably due to a strictly "top-do\%n" budgeting 5\-s:em.
Since resoiirces for the purchase of fixed assets come from, the state,
the state acquires an equity in the enterprise equal to the amount it
invests in the asset. This equitN* is reduced by j>eriodic charges to de-
preciation/amortization, as in So\"Jet accounting.*''
Although Rumanian accounting is supposedly based on Marxism,
and Marxism is based on the labor theory of value,, only one of tlie
sources studied even m^enticns the labor theory of value.^ The author
can see no evidence in the Rumanian approach to accounting where
the labor theon- of value had any effect on its accounting methods.
Gorelik m.akes a similar obser%ation regarding the So\iet accounting
stem."-
As is the case v.ith Ajnerican accoimting, Rumanian accounting is
capable of dealing only with things expressed monetarily. 'Not only
economic operations, but also m^aterials constitute accounting objects
only in as far as they can be expressed in money."^
ACCOUNTING METHODS
Structure of the Enterprise
Lanczos divides the enrerprise into three major parts (productive^ ad-
m:nistrati\e, and social or nonindustrial) . each of which is then di\'ided
into several sm.aller parts.^ The productive part is di%"ided into basic,
auxiliary-, sen-ice, and other. All parts and subparts are considered to be
overhead for accounting purposes except the '"baiic" area c: production.
Classes of Accounts
Like otlier European and Socialist accountii^ systems,^ Rumanian
accounting has ten major classes of accounts, which are di\ided into as
many subaccounts as are necessarv-. Appendix 4 pres^ents the accounts
listed by ti-.e Cenu-al Union of .Artisan Coop>erative5 UCECOM."
* Ben->-, '"Acccunring in Socialist Countries," p. 444.
' Lar.czcs, Elc^.rr.te, p. 15.
° Gecrge Gcrelik. "Ncies zv. ti? D^- -:' ---:-: --_-. 7"- - -f Sov4et Uoifonn
\cz::.^±^zr Ini€r-:-i:^d J:\.-.z: .- A::.-::-: > .. :" : 137-38.
^r.a:r.e. Bzzde, d. _d.
^ Lar.czc5. Elir-.er.ie, pp. 27-28.
' Crrr.pare ^^ilh Berr>-, "Accour-ung in Socialist Countrie-s." p. 419.
"' Ur.i-.u-ea centraia a cocperati\-elor meitesugaresti ^UCECOM) [Cential Unioa
of .Artisan Cocperatis'es', Instnictiuni de apUcare a piammhn d* contmri peutrm
cooperatu: r:eiUiugc.Tecsca [Instructions for Application of the PUtu of Accoumis
for the Ariiscr. C-.pf'u.'-ifi.Buchareit: Re.L^:i ce Ckmtahilitate, 1972), p. 6.
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The major classes are (1) fixed assets; (2) tangible circulating (cur-
rent) assets; (3) monetary assets; (4) discounts (payables and receiv-
ables)
; (5) expenses; (6) revenues; (7) funds, reserves, financing, and
results; (8) loans; (9) investments; and (0) accounts outside the
balance (single-entry accounts such as leased assets). An account
number ABC.DEF is identified as class A, group AB, synthetic account
ABC, and analytic account ABC.DEF. Although this is the standard
basic Socialist approach to the chart of accounts, the realization of the
chart varies from country to country, as Berry observes. ^^ The Ru-
manian chart of accounts, like the others, does not match any of the
charts of accounts used by East Germany, Poland, Hungary, Cuba, or
the USSR.
FIXED ASSETS
Classes of Fixed Assets
By law, fixed assets are defined as assets which have both a value over
500 lei ($25) and a life of more than one year. They are divided ac-
cording to a 1968 law into nine classes which are amortized diflferently.^^
The classes are (1) buildings; (2) special constructions; (3) power
equipment; (4) machines and equipment; (5) apparatus for measur-
ing, control, and regulation; (6) means of transportation ; (7) animals;
(8) plants; and (9) small tools, accessories of production, and house-
hold inventory. This classification plan allows subjectivity of definition;
for example, is the speedometer of a truck in class 5, or is it included
as a part of the truck? To clarify this, the law defines an "object of
inventory" as "an object meant to carry out a well-established function
or a complex of objects destined to carry out, in its totality, a deter-
mined function."^®
Accounting for Fixed Assets*^
The three principal processes affecting fixed assets are acquisition,
depreciation (amortizarea) , and transferring out or disposal. The ac-
counting for these processes is essentially the same as in Soviet account-
ing in that not only is the asset depreciated, but also the equity ac-
count corresponding to it is amortized.*^ Following a single asset through
this cycle, we have:
" Berry, "Accounting in Socialist Countries," pp. 417-19.
" Lanczos, Elemente, p. 30.
"Ibid., p. 31.
'•Ibid., pp. 94-110.
" Berry, "Accounting in Socialist Countries," p. 444.
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Acquisition
Fixed assets 1,000,000
Fixed asset fund 1,000,000
Depreciation (straight-line, recorded monthly)
Fixed asset fund 10,000
Wear on fixed assets {uzura) 10,000
Common expenses of the section 10,000
Discount for amortization 10,000
Disposal (after sixty months)
Fixed asset fund 400,000
Wear on fixed assets 600,000
Fixed assets 1,000,000
Acquisition of Fixed Assets
When fixed assets are acquired new, they are entered according to the
example just presented. When they are acquired used, their original
cost and accumulated depreciation (wear) are recorded in their new
owner's books exactly as they were in the books of their former owner.
If new fixed assets are found, they are recorded as in the example. If
old fixed assets disappear, they are recorded as if disposed.
Lanczos says that rented fixed assets are outside the double-entry
system since there is no stewardship over them. He records their receipt
by a debit to an account of group (0) and their return to their owner
by a credit to that account.^^ The UCECOM similarly lists leased assets
as a class (0) account (see Appendix 4) . Rusu *^ records their receipt as
Fixed assets 90,000
Lessors of fixed assets 90,000
This is a rather serious internal contradiction in a supposedly uniform
system.
Depreciation of Fixed Assets
Depreciation appears to be strictly straight line, although the sources
studied do not specifically state this. (Gorclik states that only straight-
line depreciation is allowed in Soviet accounting) .^* The period over
which the asset is to be depreciated is determined by its class (out of
the nine classes listed above) . It is not specified whether a more precise
analysis is possible.
" Lanczos, Elemente, p. 97.
" Rusu, fiaze;<r, p. 123.
** Gorelik, "Soviet Uniform Accounting," pp. 144-45.
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Depreciation is a cost of production. It is first charged to depart-
ments:
Common expenses of the section 85,000
Expenses of auxiliary activities 20,000
General expenses of the enterprise 5,000
Discount for amortization 110,000
Subsequently, depreciation is allocated to the finished product (see
Appendix lb). Cash equal to the amount of depreciation must be
remitted to the state fortnightly:
Discount for amortization 55,000
Current account (cash in bank) 55,000
If a fixed asset is fully depreciated but continues to be used, deprecia-
tion is still charged to production at the same rate as before. The cash
payment is distributed 60 percent to the central investment, 15 percent
to the center of the industry, and 25 percent remains at the disposal
of the enterprise.
Disposal of Fixed Assets
If an asset is fully used when it is disposed, but is not fully depreciated,
the "fund for fixed assets" is credited for the unamortized book value.
The unamortized book value is also debited to an unbalanced (class
[0] ) account "unamortized value of fixed assets retired ahead of time,"
v^hich is amortized into product costs over time, by debiting "common
expenses of the section" and crediting both the "discount for amortiza-
tion" and the "unamortized value of fixed assets retired ahead of
time."
According to Lanczos, renting assets produces no effect on the ac-
counting system of the lesee since they still belong to the lessor enter-
prise.
PRODUCTION AND SALES CYCLE
Materials
The cost of materials is defined as their delivered cost including trans-
portation, purchasing {aprovizionare) , and so on. Transportation,
purchasing, and such are allocated by an average cost method at the
end of the month to determine cost of sales.*^
Payroll
Payroll*® can be cross-classified in two different ways: (1) base pay
*^ Lanczos, Elemente, pp. 1 1 1-14.
"Ibid., pp. 115-24.
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(pay for work) versus supplementary pay (pay for time not worked,
that is, vacations and so on), and (2) direct wages versus indirect
wages. Only base pay can be a direct wage. All indirect wages are
charged to overhead and applied to products subsequently. The journal
entries connected with the payroll cycle are presented in Appendix lA.
Overhead
Overhead costs are collected in the accounts "common expenses of the
section," "expenses of auxiliary activities," and general expenses of the
enterprise."*^ Actual full costing is used for cost collection, while the
finished goods are recorded at standard cost. Both Rusu and Lanczos
discuss normal, standard, and direct costing at length.*^ Since Ru-
manian prices are controlled so there is no need to know overhead costs
as a basis for pricing, and since a special report regarding the degree
of fulfillment of plan must be filed annually, normal costing has no
advantage over actual costing, while the emphasis on strict centraliza-
tion and strong control tends to favor full costing over direct costing.
Standard costing ties directly to the centralized budgeting process.
Overhead costs are allocated to product via allocation bases chosen
as in U.S. cost accounting:
The allocation of the expenses of sections to product can take place only on
the basis of certain conventional calculations. For the effectuation of these con-
ventional calculations the central problem is the choice of the basis of alloca-
tion. The basis of allocation is that element of the expenses in rapport with
which the allocation of indirect expenses is carried out.
The essential thing is that the choice of conventional procedures of alloca-
tion of indirect expenses should take into consideration criteria and bases of
reporting which should insure the reduction of errors to the minimum, in the
case of the identification of indirect expenses to units of product. These condi-
tions are fulfilled if one keeps in mind the causal connection between the in-
direct expenses which must be allocated and the object (product, job, place,
etc.) which has necessitated these expenses.'*^
Lanczos discusses only the direct method of overhead allocation. Al-
though Rusu presents a diagram showing reciprocal services between
auxiliary and annex sections,^" he too discusses only the direct method
of allocation. ^^ Enache shows a stepwise method of allocation. ^^ This
probably represents a lack of complete standardization, allowing cost/
" Rusu, Bazele, p. 167, and Lanczos, Elemente, pp. 151-52.
** Rusu, Bazele, pp. 161-67, and Lanczos, Elemente, pp. 158-63.
"' Lanczos, Elemente, p. 155.
"'' Rusu, Baze/e, p. 168.
"Ibid., pp. 167-70.
" Enache, Baze/^, p. 132.
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benefit considerations to determine whether an enterprise uses a simple
or complex system.
Although Lanczos included the social part of the enterprise as over-
head in his introductory discussion^^ neither he nor Rusu mentions it in
the sections dealing with overhead.
Finished Goods
Rusu shows a macro approach to the cost of finished goods. He lists the
following elements of cost: direct materials, transportation in, purchas-
ing, recoverable scrap (deduct), direct wages, expenses for maintenance
of equipment, general expenses of the section, general expenses of the
enterprise, and waste and reprocessing.^* The journal entries collecting
these costs are presented in Appendix IB.
Sales and Profits
As in the Soviet accounting system,^^ two important stages are recog-
nized in sales: when the goods are shipped and when payment is re-
ceived from the customer. As soon as goods are shipped, the enterprise
can borrow the cost of the goods from the bank.^^ Journal entries to
record the selling and collection cycle are presented in Appendix IC.
MISCELLANEOUS
Balance Sheet
As Appendix 2 illustrates, a Rumanian balance sheet begins with the
fixed assets at the top, as is standard in European accounting. As
expected from the strong emphasis on stewardship, the Rumanian
balance sheet is the central financial statement— the income statement
is merely a supplement which helps to explain the change from one
balance sheet to the next. Appendix 3 shows that the income statement
is simply a statement of various categories of net revenues, rather than
revenues and expenses. Rumanian accounting is very similar to the
form advocated by some American accounting theorists where assets =
equities. All accounts are closed at the end of a period, including the
balance sheet accounts, again as is standard in European accounting.
Inventory Talcing
Rumanian accounting considers an enterprise to have inventories not
only of materials and goods for sale, but also of cash, equipment, build-
ings, receivables, payables, and so forth. All these items must be inven-
" Lanczos, Elemente, pp. 27-28.
''* Rusu, Bazele, pp. 152-54.
'^ See Berry, "Accounting in Socialist Countries," p. 440.
" Lanczos, Elemente, p. 132, and Enache, Bazele, p. 138.
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toried several times a year, as well as at the end of the year. A
Rumanian inventory process strongly resembles an American audit. As
Lanczos puts it
:
Inventory is the action of establishing factually, at a specific date, the exis-
tence and state of economic means, as well as the exact value of claims and
obligations of an economic unit, organization or institution.^^
Lanczos lists the following steps in conducting an inventory:
1. Prepare for the inventory. Sort the goods, check scales, plan who is to do
what, prepare tags, check subsidiary accounts against analytic accounts,
enter all entries in the books.
2. Conduct the inventory. Establish the existence, size, and condition of the
things being inventoried. (Receivables and payables are to be confirmed.)
All items are to be described on inventory sheets, signed by the members
of the inventory commission and the manager. All items are to be valued
by reference to the accounting records using historical cost and specific
identification. Items for which cost is not recorded (forests, land, and so
on) are recorded separately.
3. Compare the results of the inventory with the books:
The inventory commission verifies the exactness of inventory items and
registers in a report the conclusions, proposals and decisions reached. In
the report they should also specify in detail the causes of shortages and
losses, as well as those responsible for them, indicating at the same time
the measures which have been or will be taken against the guilty persons.
4. Bring the books into agreement with the results of the inventory.^^
Note the emphasis on placing blame in point 3. In discussing point 4,
Lanczos states that offsets of over and short accounts are allowed only
if the inventory items are so similar that they could easily be confused.
Such emphasis on theft may be justified— in 1968, President Ceausescu
reported that 10 percent of the Rumanian gross national product was
being stolen annually.
Bookkeeping
Rumanian bookkeeping is similar to American practice. The journal
(jumal) is the book of original entry. Special journals are used:
merchandising enterprises use ten and industrial enterprises thirteen
different ones. Journals may be maintained in bound volumes, on loose
pages, or in a mechanical system. Erasures are not allowed. Postings
are made periodically from the journal to the accounts {conturi) in the
ledger {cartea-mare) , trial balances {balante de verificare) are taken,
and a balance sheet and its annexes are prepared.
" Lanczos, Elemente, p. 170.
•* Ibid., pp. 172-77.
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CONCLUSION
The Rumanian accounting system fits well with the nation's highly
centralized, strongly controlled economy. The primary interest of man-
agers must be upward defensive— explaining to their superiors what
happened to every asset under their control— rather than outward
offensive— trying to maximize the difference between the benefits
produced and the resources consumed. The accounting system both
contributes to that need and helps to satisfy it (by making possible
strict control of subordinates)
.
Concerning the planning function of accounting, matters are less
favorable. With the Rumanian accounting system's use of specific
identification, historical cost, and straight-line depreciation, it seems
unlikely that the macroeconomic aggregated figures the system is de-
signed to generate will produce the accurate picture of the nation's
economy needed for successful planning.
Studies of specific accounting systems such as the one described
in this paper contribute to accounting theory in two ways. First, the
question of whether different cultures require different accounting
systems has been debated at length. Studies of the accounting systems
actually in use in different cultures will provide evidence for use in
structural comparisons to determine whether certain accounting struc-
tures actually do correspond to certain cultural features.
Second, descriptive studies of current systems are necessary as a
beginning point to trace the evolution of those systems from their
origins (typically imports of foreign accounting systems) to systems
which accord better with their environment. The Rumanian system is
particularly interesting in this respect since it had over a century in
which to evolve from its German and French roots^^ into conformity
with Rumanian culture before it was overlaid by the Soviet system
and the Rumanian economy was replaced by socialism. Thus, the Ru-
manian accounting system has now had to evolve to conform to two
different social systems. Tracing its evolution should provide infor-
mation useful in the study of how and why accounting systems change
over time.
°'G. G. Demetrescu, Istorie contabilitdtii [The History of Accounting] (Bucha-
rest: Editura stiintifica, 1972).
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APPENDIX 1
Appendix 1 presents the journal entries used to record several of the com-
ponents of the accounting cycle.
Appendix 1A
Appendix lA records the payroll cycle.®°
1. Cash is obtained at the bank to make the fortnightly wage payment. This
cash advance payment is made before any entry is made to an expense ac-
count.
Cash 67,000
Current account 67,000
2. The advance wages are paid.
Discounts with personnel 67,000
Cash 67,000
3. At the end of the month, the total wage expense is found to have been
172,000 lei for all departments.
Basic production expenses 60,000
Common expenses of the section 72,000
General expenses of the enterprise 15,000
Expenses of auxiliary activities 25,000
Discounts with personnel 172,000
4. Income tax to be withheld is calculated.
Discounts with personnel 14,300
Discounts with the state budget 14,300
5. A supplementary pension is deducted.
Discounts with personnel 2,740
Discounts for social security 2,740
6. Payroll deductions for workers' rent and utilities are recorded (to be paid
by the enterprise).
Discounts with f>ersonnel 12,000
Creditors 12,000
7. Cash is obtained from the bank to make the payment.
Cash 75,960
Current account 75,960
8. Personnel are paid. Total pay is 172,000 lei, less 67,000 lei advance pay-
ments, less 2,740 lei supplementary pension, less 14,300 lei tax withheld, less
1,800 lei which was not disbursed.
Discounts with personnel 74,160
Cash 74,160
9. The 1,800 lei not disbursed is returned to the bank.
Current account 1,800
Cash 1,800
°° Lanczos, Elemente, pp. 1 15-24.
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The 1,800 lei not disbursed is recognized as a liability.
Discounts with personnel 1,800
Creditors 1,800
10. The tax withheld is transferred to the state's bank account from the en-
terprise's bank account.
Discounts with the state budget 14,300
Current account 14,300
11. A 15 percent social security [asigurdri sociale'\ is calculated. This pay-
ment is allocated to the overhead accounts.
Common expenses of the section 19,800
General expenses of the enterprise 2,250
Expenses of auxiliary activities 3,750
Discounts for social security 25,800
12. Cash for a disabilit)^ payment is collected from the bank.
Cash 3,100
Current account 3,100
13. And paid.
Discounts for social security 3,100
Cash 3,100
14. The social security contribution is removed from the enterprise's bank
account (2,740 lei supplementar>- pension plus 25,800 lei basic social security
less 3,100 lei disability payment).
Discounts for social security 25,440
Current account 25,440
15. Amounts withheld for workers' rent and utilities are paid.
Creditors 12,000
Current account 12,000
16. The wages not disbursed in item 9 are collected from the bank and paid
to the worker.
Cash 1,800
Current account 1,800
Creditors 1,800
Cash 1,800
Appendix IB
Appendix IB records the collection of costs into finished goods.^^
1. Actual costs directly traceable to the producing department corresponding
to this month's actual production are collected.
Expenses of basic production 210,000
Materials 110,000
Transportation in 10,000
Discounts with personnel 60,000
Discounts for depreciation 30,000
*" Enache, Bazele, pp. 127-34.
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2. Indirect costs are collected.
Elxp>enses for auxiliary activities 10,000
Materials 3,700
Transportation in 300
Discounts with personnel 4,000
Discounts for depreciation 2,000
Common expenses of the section 50,000
Materials 23,000
Transportation in 3,000
Discounts with personnel 16,000
Discounts for depreciation 8,000
General expenses of the enterprise 40,000
Materials 9,000
Transportation in 1,000
Discounts with personnel 17,000
Discounts for depreciation 13,000
3. Indirect costs are allocated in stages, first from the auxiliary activities to
the enterprise and general section levels. Then the enterprise and general
expenses are allocated to the basic production level.
Common expenses of the section 7,500
General expenses of the enterprise 2,500
Expenses of auxiliary activities 10,000
Expenses of basic production 100,000
Common expenses of the section 57,500
General expenses of the enterprise 42,500
4. Actual costs of work in process are calculated. Cost of work in process
at the beginning of the month (10,000 lei) is added to the total expenses of
the basic production found above (310,000 lei), and work in process at the
end of the month (40,000 lei) is deducted. The result is the actual cost of
finished goods and is transferred into an account called "discount of produc-
tion" {decontarea productiei)
.
Discount of production 280,000
Expenses of basic production 280,000
5. Finished goods are debited for the planned (standard) cost of goods pro-
duced this month, and discount of production is credited.
Finished goods 300,000
Discount of production 300,000
6. The difference between standard and actual is recorded. (This difference
is eventually closed into the income from the basic activities account.^2)
Discount of production 20,000
Difference of cost of finished goods 20,000
7. Expenses of basic production are left with a balance of 40,000 lei, which
is relabeled unfinished goods [productie neterminatd) and is a balance sheet
accoimt.
Lanczos, £/£'menf€', pp. 139-40.
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Appendix IC
Appendix IC records the selling and receivables
cycles for the goods re-
corded in appendix IB.^^
1 The eoods produced in Appendix IB are sold for
340,000 lei^ At the time
of sale, fheir actual cost ^vas not kno.. since they
^vere recorded at standard
cost.
r, . -A 300,000Products ^nvoiced
^^
Finished goods
300.000
20,000
4,000
300,000
2. The variance account established in item 6 of
Appendix IB is relabeled.
Diflerence in cost of finished goods
^ _
20,000
Difference in cost of products invoiced
3. Payment of selling expenses is recorded.
Selling expenses
"^'^^
Cash
4. The cost of the goods invoiced is borro%ved.
Current account
Borrowings on documents in the course of
collection
5 The customer pavs the 340,000 lei, which is deposited
in the bank. Al-
though the account 'credited translates as 'Revenue,"
it acts as an mcome
summary- account, and its ultimate balance appears in
the mcome statement
as a net figure '.see Appendix 3), so vve may consider it
income.
Borro%s-ings on documents in course of collection 300,000
Turnover tax fund 24,000
Planned benefits or losses adhering to collected
invoices (fund)
_ _
^
' 04 n 000
Income from basic activities
oiu,uuu
6. Two more entries are necessary- to deduct the turnover tax
from income
and to record its payment.
Income from basic activities 24,000
Discounts with the state budget
24,00'U
Discounts with the state budget 24,000
Turnover tax fund 24,0 J
J
7 A liability of 4.000 lei to the bonus fund is recognized, and 12,000
lei is
withdrawTi from the planned benefits fund, to be transferred to the
state
bank account for the disposition of the next higher level of the
organization.
Distribution of benefits 16,000
Planned benefits or losses adhering to
collected invoices 'fund) 12,000
Bonus fund 4,000
"Ibid., pp. 129-43.
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8. The variance from item 2 of this appendix, the budgeted cost of goods
produced, and selling expenses are closed to income at the end of the period.
Income from basic acti\aties 284,000
Difference in cost of products invoiced 20J0O0
Products invoiced 3Qiq QfiiQ
Selling expenses 4^000
9. This leaves income from basic activities with a credit balance of 32,000
lei, which is closed to benefits and losses— the net mcome for the period.
Income from basic acti%-itie:s 32.000
Benefits and losses 39 qqq
10. .\n increase of 10,000 lei in the current fund is recorded.
Distribudon of benefits 10 000
Current asset fund 10 000
11. At the beginning of the next year, the benefits and losses account is closed
with 4,000 lei to cover the bonus fund, 10,000 lei to cover the increase in the
current asset fund, and a
-"dlNidend" pavment of 18,000 lei owed to the
state.
Benefits and losses 39 qqq
Discounts with the state budget 18 000
Distribution of benefits 14000
12. After the annual repon is accepted, distribution of benefits is closed and
the discounts with the state budget are debited to represent the pavouts to the
state budget in the pre\ious year.
Discounts with the state budget 12 000
Distribution of benefits 12 000
13. The state has been paid 12,000 lei during; the vear, but the state is owed a
total of 18,000 lei as a "di%-idend,'-' so 6,000 lei remains to be paid.
Discounts with the state budget 6.000
Benefits or losses planned adhering
to invoices collected ,fund} 6 000
If the enterprise had remitted more money to the state budget than its profit5
the difference would either be carried fonvard to the next period or re-
funded to the enterpnse at its request with a debit to "planned benefits or
losses adhering to invoices collected^' and a credit to "distribution of bene-
fits
.
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APPENDIX 2. BALANCE SHEET**
Balance Sheet
As of December 31, 1983
Assets (Activ)
Title
Situation as of
beginning end
of the year of the year
A FTXED ASSETS 777124,500 83,701,410
1.
-Value of i^-entory of fixed assets 105,650,000
120,1BU^^^^
2 Use of fixed assets
zo,d^o,juu ^j_, ,
B CURRENT ASSETS 29,712,500
29,863,543
•
I. Material assets and expenditure. 28,921,600
28,428,621
k ^"sTetgoods i:900;500 1.106,028
3. Senii-fabricated goods • — 2.800,000
4. Unfinished goods ' on nnn 100 000
5. Expenditures for distribution^ ,
190,000 ,UUU
6. Products, goods, and services invoiced
6,550,600 5,yby,:)UU
7. Goods
*
^-
^fx'/"^ t 627 900 1.338,600II. Monetaiy assets 6^ .^^U , ,
1. Cash in bank AlkZc) 939 100
2. Other monetary assets
486,iUU y^y.iuu
III. External participation
IV. Discounts with third parties
,^n ^kn 04*950
1. Internal clients and debtors 137,450
y%'dOU
1.1 Internal clients
••- 9^-950
1.2 Internal debtors
io/,tj\j ,
2. External clients and debtors • • •
'
2.1 External clients
2.2 External debtors
3. Discounts with the budget, social
insurance and amortizations
4. Discounts within the framework
of the system
C ASSETS AND EXPENDITURES
FOR INVESTMENTS
D. PAYMENTS AND LOSSES
1. Payments from results
2. Losses
TOTAL ASSETS
System accounts and accounts
evidencing debts lAcnnn 23 000
Goods received in custody 146.000 23,000
PASSIVES (Pasiv)
•* The balance sheet in Appendix 2 is from Rusu (pp. 212-13) and
articulates
with the profit and loss statement presented in Appendix 3.
25,550 1,372
10,670,000 14,600,000
14,750,000 17,454,000
14,750,000 17,454,000
132,257,000 145,618,753
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Tith
Total
A. OWN SOURCES AND LOANS
FOR FIXED ASSETS
Fixed asset fund
Bank loans
B. OWN SOURCES AND LOANS
FOR CURRENT ASSETS
I. Own sources for current assets
Fund for current assets
Financing for introducing new
technology
IL Loans for current assets
Short-term loans
Loans for imports
Loans for exports
Loans in arrears from basic activities
IIL Discounts with third parties
Internal suppliers and creditors
Internal suppliers
Internal creditors
Other obligations
External suppliers and creditors
External suppliers
External creditors
Discounts with the state budget, social
insurance, and amortization
IV. Discounts within the framework
of the system
V. Other sources
Anticipated and unrealized revenues
Reserves for preliminary expenditures
Other funds and financing
C. SOURCES FOR INVESTMENTS
D. BENEFITS AND SUBSIDIES
Benefits
Subsidies
TOTAL PASSIVE
System accounts evidencing credits
Deposits of goods in custody
Situation as of
beginning end
of the year of the year
77,124,500 83,701,410
77,124,500 83,701,410
29,339,000 29,003,503
26,737,000
26,102,000
635,000
720,000
720,000
1,733,300
1,469,900
930,000
49,000
490,900
263,400
148,700
26,690,165
26,160,165
530,000
640,000
640,000
1,422,138
1,083,050
530,000
33,050
530,000
339,088
251,200
115,700
33,000
140,000
110,200
10,670,000 14,600,000
15,123,500 18,314,040
15,123,500 18,314,040
132,257,000
146,000
146,000
145,618,953
23,000
23,000
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APPENDIX 3. PROfIT AND LOSS STATEMENT®
Benefits and Losses
Line
number
B
Title Losses Benefits
A. Benefits and losses from realization
of basic activities
1. From sales of internally fabricated products 16,7S4,bJD
2. From execution of goods and services
with an industrial character 362,400
Total A 17,147,035
B. Benefits and losses from diverse
activities
3. From sales of goods through owned
retail stores 1,037,000
Total B 1,037,000
C. Benefits and losses from realization
of packing and materials
From sales of packaging • • • •
From sales of materials and other goods • •
Total C
D. Other benefits and losses
4. Benefits from fines and penalties 3,550
5. Losses caused by calamities and by
interruptions caused by calamities 17,410
6. Other benefits and losses from
the current year 113,865
7. Other benefits and losses from
the previous year • • • •
Total D 17,410 147,415
Total A + B + G + D 17,410 18,331,450
Balance of benefits X 18,314,040
Balance of losses • • • 18,314,040
Rusu, Bazele, p. 208.
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APPENDIX 4. CHART OF ACCOUNTS'"
20
Group Account Name
CL.\SS 1 — FIXED ASSETS
10 Fixed assets
100 Fixed assets
Use of fixed assets (accumulated depreciation)101
CLASS 2— T.ANGIBLE CIRCULATING
.ASSETS
^current assets.
Materials and inventoried objects
200 Materials
201 Inventoried objects in warehouse
202 Inventoried objects in use
203 Use of inventoried objects (depreciation)
204 Expenditures for transportation-acquirition
one
J^l^^ferials and inventoried objects in course of acquisition
206 Matenals and objects of inventory found at third parties
(consignments)
21 Animals
211 Young animals and those being fattened
22 Products
220 Finished goods
221 Difference in price of finished goods (\'ariancc)
222 Semi-fabricated goods
223 Difference in price of semi-fabricated goods
224 Goods found at third parties
225 Invoiced products, things, and services
226 Difference m price of invoiced products, things, and ser-
vices variance)
23 Merchandise
230 Merchandise in warehouse
231 Merchandise in retail units
234 Merchandise in course of acquisition
235 Refused merchandise in the hands of customers
236 Merchandise found at third parties
237 Shipped merchandise
238 Results of impons
239 Commercial allowances and supplements
25 Packaging
250 Packaging
251 Allowance for packaging
29 Other material assets
290 Preliminary- arrangements and work camps
292 Replacement parts
293 Objects destined for rent
294 Use of objects destined for rent
CU\SS 3— MONETARY ASSETS
30 Cash on hand
300 Cash
'USECOM. Instructiuni, pp. 414-17.
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APPENDIX 4 (con^.)
Group Account Name
31 Cash in bank for baiic acdviues
310 Cash in bank
33 Cash in bank for other activities
339 Cash Ln bank for other activities
34 Current accounts
34-0 Current accounts
39 Other mcnetarv- assets
390 Checking account uith limited total
3S1 Credit
392 Mcnetan- assets in co\irse of pavment
399 Other values
CLASS 4 — DISCOLTsTS
40 Discounts with clients 'accounts receivable':
400 Clients
401 Clients vrith payment in installments
41 Discounts with suppliers 'accounts payable)
410 Suppliers
411 Agricultural acquirers and producers
4-2 Di5---:-.t-5 rcrarding payment for work 'wages payable)
420 Dii : : _:.: '.:'r. cccperati\-e workers and salaried workers
43 Di^: :.::. 5 regarding the budget and social insurance
430 Di5'_ :...'.:; v.ith the budget of the state
431 Diico'unti regarding social insurance
44 Dis:cunti v.i^hin the framework of the system
440 Dii;:ur."_= h ; /- -er. :i--.e unit and its superior organization
441 Diic cunts Cc:\veen the unit and its subun its
443 Discc'-n.ts tetv.een the unit association and UCECOM
49 Other discounts
494 Discounts from revaluation of stocks
495 Discounts from operat::;..- ir. -.he course of explanation
493 Debtors 'special recei'. a r.i-v;
,
499 Creditors {special payables]
CLASS 5 — EXPENSES
50 Expenses of basic activities
500 Expenses of basic production
501 Exper^es of selling
51 Expenses of other activities
510 Expenses of auxiliary activities
511 Expenses for exploitation of equipment
512 Expenses for internal works and constructions
52 Expen.<:es of administration
520 Common expenses of the section
521 General expenses of the unit
53 Anticipated expenses
539 .Anticipated ex{>enses
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APPENDIX 4 (cont.)
Group Account Name
54 Discount of production
540 Discount of products
541 Scrap and rework
CLASS 6— REVENUES
60 Realized sales
600 Sales from basic activity
601 Sales from other activities
61 Anticipated and unrealized sales
610 Anticipated sales
611 Unrealized sales
CLASS 7— FUNDS, RESERVES, FINANCING,
AND RESULTS
70 Own funds (statutory)
700 Basic fund
702 Social fund
705 Amortization fund
706 Fund for financing actions of general interest
71 Diverse funds
710 Funds for supplementan,- pay and bonuses
712 Funds for organization of construction sites
715 Funds for social activities
719 Other funds
73 Reserves
730 Reserves for preliminary expenses
74 Financing
749 Other financing
75 Financial results
750 Benefits and losses (net income)
751 Distribution of benefits
CLASS 8 — BORROWINGS
80 Borrowings
800 Short-term loans
806 Loans for fixed assets
807 Loans from exceeding the limits of the current account
(bank overdrafts)
808 Loans with restrictive conditions
809 Loans in arrears
CLASS 9— INVESTMENTS
90 Assets for investments
901 Cash for investments
902 Equipment and material for investments
903 Expenses of transportation-acquisition for investments
905 Investments
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APPENDIX 4 (cont.)
Group Account Name
91 Discounts for investments
912 Suppliers and contractors for investments
92 Sources for investments
925 Loans for investments financed by bank credit
929 Loans with increased interest for investment
CLASS — ACCOUNTS OUTSIDE THE BALANCE
00-02 Common accounts
001 Fixed assets taken on lease
002 Unamortized value of fixed assets retired ahead of schedule
007 Projects executed for investments which have been dis-
continued
010 Value of materials received to be worked upon or repaired
Oil Value of materials received in custody
012 Packaging to be returned
013 Valuable documents within subsequent payment
014 Guarantees deposited in the CEC (in the bank)
020 Assets of dubious value
021 Debtors removed from assets still being followed up
022 Debtors from fines and penalties
023 Technical documents, licenses, and rights
024 Payments in cash for goods bought from the market fund
025 Payments outside the Socialist sector
Some Simpler Methods of Accounting
for the Effects of Changing Prices
SURENDRA P. AGRAWAL and KENNETH ROSENZWEIG*
The complexities of accounting for the effects of changing prices on
financial statements could be lessened with the use of simpler ac-
counting methods. Because of existing complexities, even the indus-
trialized countries require only their larger business entities to provide
inflation-adjusted information. Such information is prepared by mak-
ing numerous adjustments to the traditional, historical cost-based data.
For example, in the United Kingdom, inflation-adjusted income is
calculated in two stages: operating profit and profit attributable to
shareholders. These calculations are based on the concept of value
to the business and require complicated adjustments with respect to
cost of goods sold, depreciation, monetary' \vorking capital, and finan-
cial leverage.^ In the United States, requirements are even more ex-
tensive; selected items must be reported under two different methods:
current cost and restatement of historical cost in constant dollars.^
Absence of sophisticated accounting systems to produce the inflation-
adjusted information and fear of excessive costs to develop new ac-
counting systems are the main reasons smaller corporations in indus-
trialized nations and business entities in most developing countries are
* Surendra P. Agrawal is Professor of Accountancy at Memphis State University.
Kenneth Rosenzweig is Associate Professor of Accounting at the University of
Dayton.
The authors gratefully acknowledge the assistance of Professors Melvin Green-
ball, Dan Jensen, and Curtis Stanley of the The Ohio State University and
Mr. Robert Hampton III of Price Waterhouse & Co.
' For details, see .Accounting Standards Committee, "Current Cost Accounting,"
Statement of Standard Accounting Practice No. 16 (1980).
" For details, see Financial .Accounting Standards Board, "Financial Reporting
and Changing Prices." Statement of Financial Standards No. 33 (henceforth
referred to as SFAS No. 33) (Stamford, Conn.: F.-\SB, 1979).
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not being asked to report inflation-related information.' Furthermore,
it is often observed that when inflation rates are rather low, the interest
in inflation accounting declines to a low level. The distorting effect of
inflation, whether high or low, on the financial statements of all kinds
of businesses, large or small, in all countries, creates the necessity for
financial statement users to assess the impact of inflation. It is essential,
therefore, that business entities in developing nations, as well as in in-
dustrialized countries, possess techniques which allow the reporting
of the eff'ects of changing prices on their financial statements to be
both feasible and accurate, regardless of the extent of such changes. In
the accounting literature, several simple methods based on one-line ad-
justments of net income and owner's equity have been proposed. Al-
though such methods are claimed to be quite eff'ective, they have
received little exposure or attention. In his dissent to Statement of Fi-
nancial Accounting Standards (SFAS) No. 33, David Mosso refers to
one such method as deserving more supoprt than it has thus far re-
ceived. Similarly, in his dissent to Statement of Financial Accounting
Concepts (SFAC) No. 5, John March suggests that "income must first
deduct a provision for maintenance of capital in real terms," and
further states that "complex implementation should not be necessary
to provide for the erosion of capital caused by the effects of infla-
tion. . . ."* This paper explores and evaluates one-line adjustments as
a possible alternative to the more complex methods used previously.
The primary purpose of inflation accounting is discussed first, followed
by an attempt to develop criteria for the evaluation of inflation ac-
counting methods. Three one-line adjustment methods are then ex-
plained, and each is evaluated in terms of these criteria.
PURPOSE OF INFLATION ACCOUNTING
A principal reason for the diversity of views as to an appropriate
method of accounting for the effects of changing prices is the lack of
a clear understanding of the primary purpose of such an exercise. Even
the Financial Accounting Standards Board (FASB) failed to address
the question adequately with the resulting indecisiveness inevitably
reflected in the weaknesses mentioned earlier.
Several approaches may be taken. Because of the instability of the
dollar as a unit of measurement, many people believe that financial
' For example, see paragraph 200 of SFAS No. 33.
* Financial Accounting Standards Board, Statement of Financial Accounting
Concepts No. 5, "Recognition and Measurement in Financial Statements of Busi-
ness Enterprises" (Stamford, Conn.: FASB, 1984), pp. 32-33.
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statements should be prepared in units of general purchasing power
(GPP) or constant dollars. This represents only a change in a tech-
nique, however, not a change in any of the principles of accounting.'
Therefore, the question concerning the primary purpose of inflation
accounting still remains unanswered. Moreover, in many countries out-
side the United States, accounting in GPP units has been rejected be-
cause such units were seen to be imaginary with no physical existence or
usage, and because the technique does not account for the effects of
changes in the particular prices relevant for a given business entity.^
A case has also been made for using valuation bases other than his-
torical cost, such as current replacement cost, exit value, or economic
value. But it is generally recognized that these bases represent different
attributes of the same financial statement item.^ Such values usually
differ from each other and from historical cost even in the absence of
changing prices. Therefore, adoption of a particular valuation system
cannot be regarded as the primary purpose of inflation accounting.
Values of two or more attributes of various items might be found use-
ful, however, in many decision situations,^ but their disclosure need not
depend upon the use of any particular method of inflation accounting.
The concept of capital maintenance provides the theoretical basis for
determination of income, as well as invested capital on the balance
sheet. Analogous to the recovery of cost, it is the point that divides
return of capital from return on capital : returns in excess of the amount
necessary to maintain capital capacity are earnings; returns below that
point cause net losses." Several alternative capital maintenance con-
cepts have been advocated, including the following:
1. Financial capital measured in nominal monetary units;
2. Financial capital measured in constant dollars; and
3. Physical capital that represents operating capability.
While a traditional, historical cost system helps achieve 1, its failure
" Financial Accounting Standards Board, "Financial Reporting in Units of Gen-
eral Purchasing Power," Exposure Draft (Stamford, Conn.: FASB, 1974), par.
34.
* For example, see the report of the Inflation Accounting Committee (Sandi-
lands Committee), Inflation Accounting (London: Her Majesty's Stationery
OfBce, 1975).
'For example, see Eldon S. Hendriksen, Accounting Theory (Homewood, 111.:
Irwin, 1977), p. 264.
» Ibid.
° Financial Accounting Standards Board, "An Analysis of Issues Related to Con-
ceptual Framework for Financial Accounting and Reporting: Elements of Fi-
nancial Statements and Their Measurement," Discussion Memorandum (Stam-
ford, Conn.: FASB, 1976), par. 264.
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to compensate for inflation is well documented in the accounting
literature. A considerable difference of opinion exists as to which of the
other two is an appropriate objective of inflation accounting. However,
the differences among the three alternatives are caused mainly by infla-
tion or changing prices, and in their absence the three concepts will
produce identical results.
The achievement of a particular capital maintenance concept should
be considered the primary- purpose of inflation accounting since it pro-
vides an appropriate criterion for the determination of income under
inflationary conditions. This is consistent with the fundamental ob-
jectives of financial statements as set out in the FASB's Statement of
Financial Accounting Concepts No. 1.^° Disclosure of the particular
capital maintenance concept that an entity is trying to achieve would
provide financial statement users with information helpful in assessing
the amount, timing, and uncertainty' of prospective cash flows, such as
those from di\idends, and for making rational decisions. A clear dis-
tinction between return on capital and return of capital would also
result in a more appropriate evaluation of the performance of an en-
tity's management.
One aspect of capital maintenance deser\-es further examination.
Capital maintenance is primarily a long-term objective, that is, the
effectiveness of a method of accounting in terms of the achievement of
a concept of capital maintenance can be judged only by considering
the long-term effect on income calculated under that method. For ex-
ample, over the life of an asset, an accounting method attempts to
reduce distributable income sufficiently so that the cash not distributed
to owners due to the reduction would be adequate at the end of the
asset's life for its replacement in terms of the adopted concept. But the
capital maintenance concept does not define the amount of the reduc-
tion in income that is assignable to the different years of the asset's life.
For example, it might be possible, in an extreme case, to account for
the impact of lifetime inflation in a single year and still maintain ade-
quate capital. To preclude such a possibility, the relationship of the
year-to-year effect on income with the degree of inflation may be con-
sidered a criterion for evaluating the annual income adjustments. Since
there would be no reduction in income if the inflation rate were zero,
it seems reasonable that the amount of the reduction should be posi-
tively associated with the degree of inflation. For this purpose, the re-
" Financial Accounting Standards Board, "Objectives of Financial Reporting by
Business Enterprises," Statement of Financial Accounting Concepts No. 1
(Stamford, Conn.: FASB, 1978).
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duction in income is the difference between the amount of net income
as calculated under traditional accounting and that under the method
of inflation accounting. Furthermore, the degree of inflation is mea-
sured by the relative change in the general price level or the specific
prices faced by a particular company, depending on the concept of
capital maintenance employed.
In summary, two criteria have been developed to evaluate the ap-
propriateness of methods of inflation accounting: (1) achievement of
the capital maintenance concept employed, and (2) association of the
year-to-year effects on income with the degree of inflation.
In this section, the purpose of inflation accounting was discussed,
and these two criteria were developed. The next section describes and
illustrates three one-Hne inflation adjustment methods which are evalu-
ated with respect to the two criteria in the concluding section of the
paper.
ONE-LINE ADJUSTMENT METHODS
The principal feature of these methods is that they provide a one-line
adjustment in the income statement that encompasses the total im-
pact of inflation for the period and reduces the income computed
under historical-cost principles to an inflation-adjusted amount. The
corresponding credits are accumulated in an account that is reported
as one part of the invested capital of tlie entity. The amount of ad-
justment depends on two factors: (1) the capital maintenance con-
cept adopted, either financial capital in constant dollars or physical
capital; and (2) the method of computation, either a direct calculation
based on owners' equity or an indirect calculation linked with a com-
prehensive revision of the financial statements. A permutation of these
factors may lead to a number of methods since there could be many
ways to prepare comprehensive revisions of financial statements to ac-
count for the effects of changing prices. Not all such permutations have
been discussed in the literature, however, and this paper will discuss
only the three that have been suggested. The important features of
these methods will be described and illustrated here with a numerical
example. The transaction data on which the example is based, the fi-
nancial statements prepared under conventional historical-cost prin-
ciples, and those in historical cost/constant dollars are given in the
appendix. The data are for the complete three-year life cycle of the
business from initial investment to liquidation. The simple example
highlights the essential differences among the methods.
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The Price Waterhouse Method
Price Waterhouse & Co. proposed a one-line inflation accounting method
to the FASB while it \vas in the early stages of developing Statement
Xo. 33.^^ This method reports all revenues and expenses on the income
statement at historical cost, while a single line item, "provision for
current impact of inflation," reduces net income to an amount equal
to that on a comprehensively restated historical cost 'constant dollar
income statement. The amount of this pro\-ision is accumulated from
year to year in an account called "pro%-ision for cumulative impact
of inflation" in the stockholders' equit\- section of the balance sheet. In
essence, the cumulative pro\ision may be viewed as an appropriation of
the historical cost-based retained earnings which is not available for
distribution as di\-idends. It is therefore part of the invested capital of
the enterprise.
Exhibit 1 shows the financial statements prepared under the Price
Waterhouse method from tlie data given in the appendix. The pro-
\-ision for the current impact of inflation each year incorporates all the
difTerences between the historical cost revenues and expenses and the
comprehensively restated revenues and expenses. For example, the pro-
vision in Year One of the illustration could be explained as follows:
Increased sales S 1.905
Increased cost of goods sold (1,429)
Loss from holding cash (7,619)
Gain from holding debt 6.000
$(1..143 )
The amount of the cumulative pro\-ision in the balance sheet is a simple
accumulation of the pro\ision made in all the periods to date. For
example, the cumulative pro\ision in Year Two, $3,548, is equal to the
Year-One pro\-ision of $1,143 plus the Year-Two provision of 82,405.^-
The Price \\*aterhouse method has the following significant features:
1. The various items in the financial statements are reported at their
historical costs.
2. The historical-cost income is reduced by recognizing as a deduction
" Price Waterhouse & Co., "Financial Reporting and Changing Prices." a posi-
tion paper submitted to the F.ASB in response to the latter's exposure draft dated
December 28, 1978. The method was explained further by Joseph Connor
(Chairman, Price Waterhouse & Co.) in "Inflation's Impact on Earnings, and
a Formula for Full Disclosure," Finance Magazine (September/October 1978).
" The Price Waterhouse position paper referred to in footnote 1 1 did not
completely define the treatment of the "cumulative provision." This was clarified
by one of the authors of the position paper^ Robert Hampton III, in two letters
dated July 3 and October 6, 1980.
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Exhibit 1. Single-Line Linleage to Constant Dollar Financial Statements
(Price Waterhouse Method)
Income Statement
1
Sales
Cost of goods sold
Interest expense
Provision for current impact of inflation
Net income
$40,000
(30,000)
( 6.000;
4,000
1.143
Assets
Balance Sheet
Year
$66,000
(46,500)
( 4,000)
15,500
2.405
$96,000
(64,500)
( 2,000)
29,500
9,605
$ 2,857 $13,095 $19,895
December 31, vear
Cash
Inventory
Total assets
$24,000
60,000
$84,000
$40,000
40,000
1,143
2,857
44,000
$84,000
$33,000
46.500
$79,500
$89,000
-0-
$89,000
Equities
Loan payable
Stockholders' equity
Contributed capital
Cumulative pro\-ision
Retained earnings
Total stockholders' equity
Total equities
$20,000
40.000
3,548
15,952
59.500
$79,500
$-0-
40,000
13,153
35,847
89.000
$89,000
the current impact of inflation. Although the impact appears as a
single-line adjustment, its computation incorporates the total effect of
general inflation on the various items.
3. As a result of 2, the amount of retained earnings available for distri-
bution as dividends is reduced.
4. The invested capital of the entity increases, thus preserving the
amount contributed by the owners in terms of its general purchasing
power or more.
5. The prior preparation of a comprehensive set of financial statements
in constant dollars before the amount of tlie current impact of in-
flation can be computed is necessary.
The Grac^y Method
Paul Grady has proposed a method that does not require the prior
preparation of comprehensively restated constant dollar financial
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Statements." This method involves calculation of the adjustment to
net income, called the "loss from general inflation," based on the de-
cline in the purchasing power of the beginning-of-year owners' equity.^*
The loss is accumulated, year by year, in an account in the stockholders'
equity section called "inflation adjustment" which is treated as a part
of the invested capital of the entity.
Exhibit 2 contains the financial statements prepared under this
method. Here, the first-year loss from general inflation is equal to the
initial capital of $40,000 times the relative change in the general price
level, (110 — 100)/100 during the year. In subsequent years, the loss
from inflation is computed with reference to the beginning-of-year
owners' equity, that is, $44,000 in Year Two, and the relative change
in the general price level, that is, (124— 110) /llO in Year Two.
Like the Price VVaterhouse method, the Grady method involves re-
porting the various financial statement items at historical cost. The loss
from general inflation is based, however, on the beginning balance of
the owners' equity and thus does not require comprehensively restated
statements. This leads to differences between the two methods in the
amounts of income and retained earnings. Furthermore, the amount of
invested capital may also differ although, in both cases, the amount con-
tributed by owners is preserved in terms of its general purchasing power
or more.
The Agrawal Method
Agrawal's proposed method is similar to the Grady method but sub-
stitutes a unique company price index for the general price index. ^'
The company index is a weighted average of the specific price changes
of the various expenditures which are required for the company's
operations.
Exhibit 3 illustrates the use of this method. Since the company in the
illustration purchases only inventor)', the company index is computed
'* Paul Grady, "Purchasing Power Accounting," Price Waterhouse Review, vol.
20, no. 3 (1975) : 2-5. A method similar to this has been used by Chambers, but
in conjunction with exit values rather than historical costs; see Raymond J.
Chambers, "NOD, COG, and PuPU: See How Inflation Teases," Journal of
Accountancy (September 1975) : 63-73, and other works.
" This method has been described in more detail in Surendra P. Agrawal,
"Accounting for Inflation," Commonwealth Conference of Accountants (Pro-
ceedings) (The Institute of Chartered Accountants of India, 1975), pp. 20-27.
An earlier exposition of a similar method may also be found in S. P. Agrawal
and A. S. Raj, "Accounting for Inflation," Chartered Accountant (March
1968): 479-84.
" Surendra P. Agrawal, "Accounting for the Impact of Inflation on a Business
Enterprise," Accounting Review (October 1977) : 789-809.
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Exhibit 2. Single-Line Common Doliar Direct Capital
Adjustment Financial Statements
(Grady Method)
Income Statement
Year
1 2 3
Sales $40,000 $66,000 $96,000
Cost of goods sold (30,000) (46,500) (64,500)
Interest expense ( 6,000) ( 4,000) ( 2,000)
4,000 15,500 29,500
Loss from inflation 4,000" 5,600" 2,879'
Net income $ -0- $ 9,900 $26,621
Balance Sheet
December 31,
;
year
1 2 3
Assets
Cash $24,000 $33,000 $89,000
Inventory 60,000
$84,000
46,500
$79,500
-0-
Total assets $89,000
Equities
Loan payable $40,000 $20,000 $ -0-
Stockholders' equity
Contributed capital 40,000 40,000 40,000
Inflation adjustment 4,000 9,600 12,479
Retained earnings -0- 9,900
$59,500
36,521
Total stockholders' equity $44,000 $89,000
Total equities $84,000 $79,500 $89,000
» 40,000 X 110 — 100/100
«> 44,000 X 124 — 110/110
« 59,500 X 130 - 124/124
on the basis of the prices of inventory only, which are assumed to be as
follows:
_.
Year
1
January 1
December 3
1
100.0
112.5
112.5
121.5
121.5
134.9
The first-year loss from inflation is equal to the initial capital of
$40,000 times the relative change in the company price index, (112.5
— 100.0) /1 12.5 over the year. In subsequent years, the loss from in-
flation is computed with reference to the beginning-of-year owners'
equity, $44,000 in Year Two, times the relative change in the com-
pany price index, (121.5 — 112.5) /1 12.5 in Year Two.
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Exhibit 3. Single-Line Current Cost Direct Capital
Adiustment Financial Statements
(Agrawal Method)
Income Statement
Year
1 2 3
Sales
Cost of goods sold
Interest expense
$40,000
(30,000)
( 6,000)
$66,000
(46,500)
( 4,000)
$96,000
(64,500)
( 2,000)
4,000 15,500 29,500
Loss from inflation 5,000» 3,250" 6,562=
Net income ($ 1,000) $11,980 $22,938
Balance Sheet
December 31,
;
ytdiT
1 2 3
Assets
Cash
Inventory
$24,000
60,000
$33,000
46,500
$89,000
-0-
Total assets $84,000 $79,500 $89,000
Equities
Loan payable $40,000 $20,000 $ -0-
Stockholders' equity
Contributed capital
Inflation adjustment
Retained earnings
40,000
5,000
( 1,000)
40,000
8.520
10,980
40,000
15,082
33,918
Total stockholders' equity 44,000 59,500 89,000
Total equities $84,000 $79,500 $89,000
•40.00n X 110 — 112.5/100
"44.0:0 X 121.5 — 112.5/112.5
* 59,500 X 134.9 - 121.5/121.5
Because of the use of the company-specific price index rather than a
general price index, this method results in the reduction in the amounts
of net income and retained earnings by different amounts from those
under the Grady method. The capital is preserved in terms of the capa-
bility of the company to acquire similar assets (that is, physical capital)
or more.
AN EVALUATION OF THE THREE METHODS
The major advantage of these methods seems to be their simplicity and
understandability. The basis of valuation of the various items in the
financial statements continues to be historical cost with which a vast
majority of users are quite familiar. Moreover, since the one-line items
Accounting for Effects of Changing Prices 167
added to the statements accumulate the overall impact of inflation
rather than reporting it in several categories, they are perhaps easier
to explain and understand. Furthermore, because of the use of his-
torical cost as the basis of valuation, the statements prepared under
these methods may be perceived as more objective than comprehensively
revised statements (particularly those utilizing current costs)
.
It may be useful to explore further the economic substance behind
the one-line adjustments made to income. Whether such adjustments
are actually "losses" (that is, reductions in net assets) is debatable.
In the Price Waterhouse method, the one-line adjustment to income,
called provision for current impact of inflation, represents a summary
of the modifications to various revenues and expenses and the gain or
loss from holding monetary assets and liabilities, as is illustrated on
page 162. Although some have argued that the gains or losses from hold-
ing monetary items are real declines in the purchasing power of the
company's net assets, the modifications of revenues and expenses are
merely differences between the historical cost and constant dollar
amounts and do not seem to represent such declines. Furthermore, the
loss from inflation under the Grady or Agrawal methods cannot be
interpreted as a loss, in the sense of a reduction in net assets; it can
only be understood as an additional recovery of cost required to main-
tain the capital of the company in accordance with the particular capi-
tal maintenance concept utilized and to leave the company as well off
at the end of a period as it was at the beginning. Consequently, it seems
desirable to view the one-line adjustments under all three methods as
items necessary to restate income to an inflation-adjusted amount,
rather than as losses.
The three methods are now analyzed and evaluated in terms of the
criteria developed earlier.
Capital Maintenance
Both the Price Waterhouse and Grady methods preser\-e the amount
contributed by the owners in terms of its general purchasing power or
more. Thus both methods attempt to maintain financial capital in
constant dollars. The actual maintenance, however, may be somewhat
more than the required amount as is illustrated here for the earlier
example
:
Invested capital at the end of year 3
Price Waterhouse method $40,000 + $13,153 = $53,153
Grady method $40,000 + $12,479 = $52,479
Amount of initial capital in constant
dollars $40,000 X 130/100 = $52,000
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The excess over the constant dollar figure is caused by the existence of
retained earnings. If the entire income as computed under the two
methods had been distributed as dividends at the end of each year, the
invested capital at the end of Year Three under both methods would
have amounted to $52,000, thereby maintaining capital in terms of
general purchasing power. The comprehensive historical cost/constant
dollar financial statements do preserve this amount exactly since in-
vested capital is $52,000 at the end of Year Three, as is shown in the
appendix. The Price Waterhouse and Grady methods are, however,
more conservative than constant-dollar accounting when an entity re-
invests retained earnings in its operations in that they lead to the
maintenance of a larger amount of capital.
The Agrawal method attempts to achieve the physical capital
maintenance concept. Exhibit 3 shows that under this method, the in-
vested capital at the end of the third year is $55,082, while the amount
directly computed under the concept is $40,000 X 134.0/110 = $53,960.
Again, the excess is due to the existence of retained earnings, and, in
their absence, the invested capital under this method would equal the
calculated figure.
The three methods may be modified so that they maintain only the
original invested capital in terms of its general purchasing power or
operating capability. These modifications may be achieved as follows
:
1. Under the Price Waterhouse method, the amount of retained earn-
ings may be forced to equal the amount of the retained earnings ap-
pearing in the comprehensive general price-level balance sheet. This
would require a transfer from the provision for cumulative impact of
inflation to retained earnings each year.
2. Under the Grady and Agrawal methods, the calculation of the loss
from inflation might be based on the total of the original capital and
inflation adjustment rather than total owners' equity.
Periodic Earnings
Exhibit 4 shows the association between the rate of inflation, as mea-
sured by the percentage change in the respective price index, and the
reduction in income under the three methods. The table indicates that
the reduction in income under the Price Waterhouse method is strongly
but negatively related to the percentage change in the general price
index. In the third year, when the rate of inflation is lowest, the reduc-
tion in income is highest, while in the second year when the inflation
rate is highest, the reduction in income is lowest. Thus, this method
does not seem to meet the second criterion developed earlier.
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Exhibit 4. Association of Percentage Change in Price Indexes
with Reduction in income for Three
Single-Line Inflation Methods
Reduction in income
Percentage
change in Price
general price Waterhouse Grady
Year index method method
Percentage Reduction in
change in income—
company Agrawal
price index method
1 10 $1,143 $4,000 12.5 $5,000
2 13 2,405 5,600 8.0 3,250
3 5 9,605 2,879 11.0 6,562
Exhibit 4 also indicates that the associations are positive for both
the Grady and Agrawal methods. In the third year, when the per-
centage change in the general price index is lowest, the Grady method's
reduction in income is also lowest, while in the second year when the
inflation rate is highest, the reduction in income is also highest. Al-
though the association between the percentage change in the com-
pany price index and the reduction in income under the Agrawal
method is positive, it is not so strong as that under the Grady method.
In the second year, when the inflation rate is lowest, the reduction in
income is also lowest, while in the first year when the inflation rate
is highest, the reduction in income is high but not the highest. Thus,
both methods appear to meet this criterion to a large extent.
This evaluation underscores the basic difl"erences among the three
methods. But before firm, generalized conclusions can be reached, this
subject needs to be studied further in at least three areas:
1. The particular capital maintenance concept that should be strived
for under inflationary conditions, namely, flnancial capital in constant
dollars or physical capital.
2. The appropriateness of the criteria used for evaluation.
3. Whether the positive and negative associations found in exhibit 4
are replicated with other examples and in other situations.
In view of their simplicity and effectiveness, these methods deserve seri-
ous consideration, particularly in those countries and for those business
entities for which highly complex inflation adjustment methods may not
be feasible or desirable. Furthermore, in periods of low-level, creeping
inflation, a simplified method would be less costly to implement and
therefore more attractive to company management.
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APPENDIX. TRANSACTION DATA
Year
1 2 3
Equity investment—
Jan. 1 S40.0CO
Borrow (10% interest)
Jan. 1 eo.oco
I*urchase inventon.-.
June 30 of respective 3.coo 'a $30 = 1.000 ^ S33 = 500 @ $36 =
year SrO.C-ZO S33.0CO $18,000
Sell inventon-. June 30 l.GCO '5 S40 = 1.5C0 ^ S44 = 2,000 @ $48 =
of respective vear $40,000 S66.0CO $96,000
Repav loan — Dec. 3
1
of resp€Cti\e year 2aooo 20,C'0O 20,000
General price indexes
January- 1 lOO 1:0 124
June 30 i05 117 127
December 31 no 124 130
Weighted average inventory method used.
HistoricaJ Cost Financial Statements
Income Statement
Year
Sales
Cost of goods sold
Interest expense
Net income
Assets
Caih
Inventory
Total assets
Equities
Loan payable
Stockholders' equity
Contributed capital
Retained earnings
Total stockholders'
Total eqviities
eqmt)'
1 2 3
$40.0CO
(30.000)
( 6,000)
see.ooo
:' 46.500^
( -,oco;
$96.C-O0
'64.500)
' 2,000)
$ 4,000 515.500 S29,50O
Salance Sheet
December 31. year
1 2 3
$24,000
60.GOO
$3 3.COO
45.500
$89,000
-0-
$34,000 S79,500 $89,000
$40,000 520,000 $ -(y-
40,000
4,000
40.000
19,500
40.000
49,0'00
44,0G"D 59,500 89,000
$34,000 S79,500 $89,000
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HirtoricaJ Cost C-O'ttstant D-cIlir T"ji.iz:'-il ?tit»r:'r=3
(Stated in Coia-tajit Ikllirs aa cf Rs'pr:':;^; Ysa^-dtd;
Y-ar
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:
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Investment Appraisal Methods of Financial
Analysts: A Comparative Study of U.S. and
U.K. Practices
JOHN ARNOLD, PETER MOI2ER, and ERIC NOREEN'
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of significant differences between the responses of U.S. and U.K.
financial analysts. The results of our study are then compared with
the results of three other studies which compare the decision
processes of U.S. and U.K. analysts. Finally, we provide a com-
mentary on the general patterns revealed by our survey and on
the significant differences between the responses of U.S. and U.K.
analysts. Within each national group, analysts come from different
backgrounds, receive different types of training, and work in
environments which differ in several respects (accounting disclosure
requirements, the structure of the market for analysts, and the
available information processing technology). Our hypothesis is
that, as a result of these differences, U.S. and U.K. financial
analysts adopt security appraisal procedures which differ signifi-
cantly in a number of ways.
RESEARCH DESIGN
Questionnaire
A first draft of the questionnaire was prepared based on interviews
with ten financial analysists in the United Kingdom and on an
examination of textbooks and research studies on financial analysis.
The U.K. version of the questionnaire was finalized following
discussions with colleagues and further comments from U.K.
financial analysts. The U.S. and U.K. versions were very similar,
the U.S. version being modified after discussions with several U.S.
financial analysts primarily to include U.S. terminology where it
differed from that used in the United Kingdom. The final ques-
tionnaires contained a total of sixty-nine individual questions which
were, subject to terminological differences, identical for the two
countries.
Sample
The U.K. sample consisted of a random selection of 465 members
of the Society of Investment Analysts. A further sample comprising
forty nonmembers of the society was selected from a survey of
U.K. investment managers published bv Continental Illinois Ltd.'
Subsequent tests revealed no significant difference between the
two U.K. samples. The U.S. version of the questionnaire was sent
to a random sample of 400 U.S. members of the Financial Analysts
Federation.
The questionnaires contained questions concerning analysts'
backgrounds, the security appraisal methods they use, the types of
' Continental Illinois Ltd., Ranking of U.K. Investment Analysts — Seventh Annual
Survey (London: Continental Illinois Ltd., 1980).
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forecast they make, the sources of information they perceive as
being important, the extent to which discussions with company
management are featured in the analysts' decision-making pro-
cesses, and the criticisms they have of company annual reports.
The U.K. questionnaires were sent during 1981. Of the U.K.
sample of 505, 304 replies, equal to a response rate of 60 percent,
were received. Of these respondents, 202 analyzed the ordinary
shares of companies quoted on the U.K. Stock Exchange. The
U.S. questionnaires were mailed during 1982. The U.S. response
rate was 39 percent (155), of which 102 respondents analvzed the
common stock of publicly traded companies. The remainder of
this paper concerns only the 202 U.K. and 102 U.S. equity analysts.
To check for non-response bias, we compared replies received
after second request letters were sent with those received before
the second request was made. We found no evidence of a significant
difference in responses for either the U.K. or the U.S. group of
analysts.
DESCRIPTION OF RESULTS
This section reports the results of the questionnaire survey. Where
U.S. and U.K. responses were not significantlv different, we gen-
erally report the combined result for the two groups of analvsts.
Where significant differences arise, the results are reported sepa-
rately for each group.
A significance level of 5 percent was chosen as the critical level
for reporting differences, and all differences to be discussed in this
paper have a significance level of 5 percent or less. Of the sixty-
nine questions, sixty-two produced ordinal scale answers, and seven
produced categorical responses. The Mann-Whitney U test was
used to compare the ordinal scale answers, and the chi-squared
test to compare the categorical responses. Of the sixtv-nine ques-
tions, thirty-one produced answers which were statistically different
at the 5 percent level for the two samples of U.S. and U.K. analysts —
many more differences than would be expected by chance. To
facilitate comparisons between the two samples, the results for
each sample are expressed as percentages.
The "average" analyst in both the United States and the United
Kingdom works for an organization which employs just over ten
analysts. He or she spends approximately 60 percent of the work
week evaluating the common stock of publicly traded companies
and analyzes approximately forty companies on a regular basis and
an additional twenty-six on an irregular basis. U.S. analysts are
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significantly more experienced than their U.K. counterparts; they
have been engaged in financial analysis for an average of just
under sixteen vears, compared to twelve to thirteen years for U.K.
analysts. Approximately 50 percent of both U.S. and U.K. analysts
specialize in a particular market sector, and a similar percentage
of both tvpes of analyst themselves use the information they
generate for the purposes of portfolio management.
Appraisal Methods
The figures in exhibit 1 indicate that for both U.S. and U.K.
analvsts, the most used analysis technique is fundamental analysis
with technical analysis a poor second and beta analysis/modern
portfolio theory third. ^ Although the ranking of the three tech-
niques is the same for U.S. and U.K. analysts, both fundamental
analysis and beta analysis are used significantly more by U.S.
analysts. The extent to which each technique is used is broadly
consistent with its perceived usefulness, as presented in exhibit 2,
except that, despite its greater use by U.S. analysts, beta analysis
Exhibit 1. Frequency of Use of Methods of Investment Appraisal
Almost Some- Hardly
always Usually times Seldom ever
96-100% 66-95% 36-65% 6-35% 0-5% Average*
(In percentages)
Technical
analysisf 12.5 13.9 25.1 23.4 25.1 41.5
Fundamental
analysis4:
United States 86.2 9.8 2.0 0.0 2.0 93.5
United Kingdom 76.1 19.9 2.5 1.5 0.0 92.2
Beta analysis/
Modern portfolio
theoryt
United States 4.9 15.7 22.6 18.6 38.2 33.6
United Kingdom 2.0 4.5 18.4 24.4 50.7 21.1
* Responses are summarized as means, based on the midpoints of each frequency interval.
t No significant difference between U.S. and U.K. responses.
JResfKjnses from U.S. and U.K. analysts were significantly different and in consequence are shown separately.
^ Fundamental analysis was described in the questionnaire as "the analysis of such
fundamental factors as general business conditions, industry outlook, earnings,
dividends, quality of management, etc." Technical analvsis was described as "an
analysis of market based factors such as stock price movements, charts, etc." Beta
analysis/modern portfolio theory was described as "analyzing the responsiveness
of the price of a particular company's stock to changes in the value of some
market average."
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Exhibit 2. Perceived Usefulness of Methods of Investment Appraisal
Extremely V^ery Moderately Of little Of no
useful useful useful use use Average*
(In percentages)
Technical
analysis^ 7.7 11.0 52.0 22.0 7.3 2.9
Fundamental
analysis:];
United States 75.5 19.6 4.9 0.0 0.0 4.7
United Kingdom 58.0 32.0 9.0 1.0 0.0 4.5
Beta analysis/
Modern portfolio
theory:]: 1.0 5.0 41.6 38.7 13.7 2.4
* Responses are summarized as means, based on a five-point scale, 5 (extremely useful) to I (of no use).
t No significant difference between U.S. and U.K. responses.
J Responses from U.S. and U.K. analysts were significantly different and in consequence are shown separately.
is not perceived as being more useful by them than by their U.K.
counterparts.
When evaluating a stock by fundamental analysis, U.S. analysts
consider previous financial results over a longer period (an average
of 5.7 years) than do U.K. analysts (an average of 4.6 years). The
factors considered in fundamental analysis are reported in exhibit
3. Some 80 percent of both U.S. and U.K. analysts "almost always"
or "usually" estimate what they believe a company's present price-
earnings (PE) ratio should be. Most then use the estimated PE
ratio to predict the company's market value. Also of importance
to both U.S. and U.K. analysts are the company's net asset value,
various financial ratios, and estimated future dividend yield. Various
financial ratios are considered more frequently by U.S. than by
U.K. analysts, whereas future dividend yield is estimated more
often by U.K. analysts. Discounted cash flow (net present value —
NPV) is the least considered factor by both groups of analysts,
although it is estimated significantly more frequently by U.S.
analysts. Nearly 63 percent of U.K. analysts "seldom" or "hardly
ever" estimate net present value, compared with ony 34 percent
of U.S. analysts.
Of the valuation bases used in fundamental analysis (exhibit 4),
it is surprising, in view of the publicity given to "inflation"
accounting on both sides of the Atlantic in recent years, that the
conventional historical cost basis is considerably more popular than
the constant dollar, liquidation, or replacement cost bases. The
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Exhibit 3. Factors Considered in Fundamental Analysis
Almost Some- Hardly
always Usually times Seldom ever
96-100% 66-95% 36-65% 6-35% 0-5% Average*
(In percentages)
Company's net asset
valuet 32.0 30.0 26.3 10.4 1.3 71.0
Estimate of "true"
value of PE ratiof 48.5 31.9 11.5 4.7 3.4 80.1
Estimate of market
value by applying
PE ratio to a fore-
cast of next year's
earnings'!" 45.3 27.4 11.1 9.1 7.1 74.1
Various financial
ratios:|:
United States 53.3 27.3 15.2 2.0 2.0 82.5
United Kingdom 35.2 30.2 22.1 6.0 6.5 71.4
Estimate of future
dividend yieldj
United States 30.3 18.2 25.3 14.1 12.1 60.3
United Kingdom 44.2 29.9 17.3 6.1 2.5 77.4
Estimate of NPV of
future cash flows^:
United States 25.3 18.2 22.2 13.1 21.2 53.9
United Kingdom 8.2 7.7 21.5 25.1 37.5 31.2
* Responses are summarized as means, based on the midpoints of each frequency interval.
t No significant difference between U.S. and U.K. responses.
J Responses from U.S. and U.K. analysts were significantly different and in consequence are shown separately.
only basis for which U.S. and U.K. responses were significantly
different is replacement cost, which is used more frequently in the
United Kingdom.
Analysts' Forecasts
Features of analysts' forecasts are presented in exhibit 5. When
evaluating a company's common stock, virtually all analysts forecast
some aspects of the performance of the company or of its common
stock. U.K. analysts forecast a significantly shorter period (between
twenty-two and twenty-three months, on average) than do U.S.
analysts (an average of nearly thirty months). Only 23 percent of
U.K. analysts forecast more than two years ahead, compared to
55 percent of U.S. analysts.
Of the eleven factors included in exhibit 5, earnings per share
is the most frequently forecast. Other factors, which are almost
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Exhibit 4. Fundamental Analysis: Frequency of Use
of Alternative Asset Valuation Bases
Usually
(Ii
Sometimes
n percentages)
Seldom
Conventional historical cost* 74.3 18.4 7.3
Constant dollar* 11.3 25.9 62.8
Liquidation/Realization value* 29.4 39.7 30.9
Replacement cost/Current cosfj"
United States 15.2 48.9 35.9
United Kingdom 39.9 31.9 28.2
* No significant difference between U.S. and U.K. responses.
t Responses from U.S. and U.K. analysts were significantly different and in consequence are shown separately.
always or usually forecast by over 70 percent of both groups of
analysts, are price-earnings ratio (81 percent), before-tax income
(U.S. 78 percent, U.K. 88 percent), and after-tax income (U.S. 87
percent, U.K. 71 percent). The relative preference of U.K. analysts
for before-tax income may reflect the more judgmental system of
accounting for deferred taxation in the United Kingdom than in
the United States.
Influence of Information Sources
Exhibit 6 reports fifteen possible sources of information and
indicates how influential each one is perceived to be by analysts.
Eight of the fifteen possible sources produced responses which
were significantly different for U.S. and U.K. analysts. Although
both groups perceive the income statement and balance sheet to
be the two most important sources of information, U.S. analysts
rate both sources as more influential than do their U.K. counter-
parts. Of U.S. analysts, 95 percent consider the income statement
to be of "vital influence" or "major influence," compared to 88
percent of U.K. analysts. Equivalent percentages for the balance
sheet are 92 percent for the U.S. group and 87 percent for U.K.
analysts. Other sources which are rated as being of either vital
influence or major influence by a majority of both groups are
statement of changes in financial position/statement of source and
application of funds (U.S. 81 percent, U.K. 66 percent); quarterly
results (U.S. 70 percent, U.K. 79 percent); discussions with com-
pany personnel (U.S. 67 percent, U.K. 69 percent); qualified audit
report (U.S. 69 percent, U.K. 53 percent). Of these, the diff^erences
between U.S. and U.K. analysts are significant only for the state-
ment of changes in financial position and a qualified audit report.
In both of these cases, the source is perceived as being more
influential by U.S. analysts than by their U.K counterparts.
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Exhibit 5. Features of Analysts' Forecasts
L.S. U.K.
mean mean
response response
How many months ahead are forecast* 29.6 months 22.5 months
How often each of the following factors is forecastt
Income before interest expense^ 73.9% 69.4%
Earnings per sharet 88.9% 87.9%
Price-earnings ratio:|: 79.7% 78.5%
Sales/Turnover* 81.5% 62.5%
Before-tax income* 78.5% 86.2%
After-tax income* 84.2% 74.4%
Cash flows* 77.2% 62.7%
Dividends* 72.7% 81.6%
Ratio of sales to invested capital* 54.2% 32.7%
Ratio of income to invested capital* 73.1% 51.9%
Market value of the stock* 82.2% 62.1%
* Significant difference between U.S. and U.K. responses.
t Responses were given under five categories from "almost always, 96-100%" to "hardly ever, 0-b7c," identical
to those shown in exhibits 1, 3, and 7. The mean responses shown here are based on the midpoints of each
frequency interval.
+ No significant difference between U.S. and U.K. responses.
Of the remaining sources, the chairman's statement is considered
to be at least a major influence by a majority of U.K. analysts.
None of the other sources is rated as being of at least major
influence by a majority of either group. In addition to the presi-
dent's message/chairman's statement, government publications
and statistics are regarded as being significantly more influential
by U.K. analysts. On the other hand, U.S. analysts rate industry
publications/trade journals and an unqualified audit report as
being more influential than do U.K. analysts. In view of the existing
accounting statements on "inflation accounting" in both the United
States and the United Kingdom, the relatively low ranking of
current cost data by both groups of analysts must be disappointing
to both the Financial Accounting Standards Board in the United
States and the Accounting Standards Committee in the United
Kingdom.
We became aware of the perceived influence of discussions with
company personnel during the initial interview stages of the survey.
Their high degree of importance is particularly impressive because,
as a source of information, they are less readily available and, in
consequence, more costly than the annual accounts. Furthermore,
their actual influence may be higher than reported. Respondents
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Exhibit 6. Influence of Various Information Sources
U.S. U.K. Significance
mean mean U.S. U.K. of
response* response* rank rank difference
Company's annual report:
President's mes-
sage/Chairman's
statement 3.01 3.70 13 6 t
Management's re-
view/Directors' re-
port 3.20 3.36 9 8
Balance sheet 4.51 4.31 2 2 t
Income statement/
Profit 8c loss account 4.61 4.34 1 1 t
Statement of changes in
financial position/
Source and applica-
tion of funds 4.24 3.79 3 5 t
Current cost data 3.02 3.12 11 = 10
Unqualified audit
report 2.91 2.05 14 15 t
Qualified audit re-
port 3.91 3.51 4 7 t
Quarterly results 3.90 4.09 5 3
Government publica-
tions and statistics 2.59 2.78 15 13 t
Statistical and informa-
tion services 3.24 3.10 8 11
Financial press 3.12 3.19 10 9
Industry publications/
Trade journals 3.28 2.74 7 14 t
Company personnel 3.88 3.90 6 4
Other financial
analysts 3.02 2.79 11 = 12
* Responses are summarized as means, based on a five-point scale: 5 (vital influence); 4 (major influence); 3
(some influence); 2 (minor influence); and 1 (no influence).
t Significant difi'erence between U.S. and U.K. responses.
might have understated their true importance for fear that such
disclosure could result in suspicions of "inside information" being
used, with a consequent increase in the probability of such use
being effectively controlled. Since the content of discussions with
company personnel is not well known, we included a separate
section concerning this item in the questionnaires.
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Discussions with Company Management
Most analysts in both countries discuss a company's financial
performance with its management at least twice a year, and more
than 30 percent have such discussions three or more times each
vear Exhibit 7 reports the frequency that seven items of infor-
mation are provided bv companv management during discussions.
Criticisms of Annual Reports
Analysts were asked to express an opinion on five criticisms which
might be made of company annual reports. Responses are reported
in exhibit 8. Interestingly, for both U.S. and U.K. analysts, more
respondents disagreed than agreed with the statement that man-
agement should include a forecast of the next year's sales and
income in a company's annual report. In so far as analysts perceive
Exhibit 7. Frequency of Provision of Information by Company Management
.\lmost Some- HardU
always L'suallv times Seldom e\er
96-100% 66-95% 36-65% 6-35% 0-5% Average^
fin percentages)
4.7 5.5 67.9
14.6 5.9 56.9
2.3 1.1 78.7
12.8 4.7 63.1
3.9 1.9 77.7
1.5 1.1 85.8
8.2 8.2 64.7
12.9 15.8 49.2
• Responses are summanzed as means, based on the midpoints of each frequency interval.
t No significant difference between U.S. and U.K. responses.
J Resfionses from U.S. and U.K. analysts were significantly different and in consequence are shown separately.
Details of changes in
product linest 23.0 35.2 31.6
Details of research
and development
projects^" 10.2 29.1 40.2
Management long-
term objectives and
plans^r 33.1 45.8 17.7
Changes in key
personnelt 16.7 36.0 29.8
Reasons for balance
sheet changest 35.9 40.9 17.4
Reasons for past
operating perfor-
manceT" 55.6 33.0 8.8
Management comments
on analyst's own
forecasts:^
United States 27.1 25.9 30.6
United Kingdom 7.0 22.8 41.5
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13.4 38.8 32.7 13.7 1.4
Exhibit 8. Criticisms of Annual Reports
Strongly Strongly
agree Agree Neutral Disagree disagree
(In percentages)
Inadequate geographical
analysis*
Insufficient indication
of ease with which
overseas funds can be
transferred to United
States/United Kingdom
Need for management
forecast of next year's
sales and income*
Insufficient segmental
datat
United States
United Kingdom
Need for detailed state-
ment of cash flowst
United States
United Kingdom
15.6 39.4 39. 3.5 1.7
10.7 22.8 27.2 23.1 16.2
24.0 34.4 25.0 15.6 I.O
33.3 39.5 21.0 4.1 2.1
27.1 32.3 37.5 2.1 1.0
16.8 35.2 34.2 12.8 1.0
* No significant difference between U.S. and U.K. responses.
t Responses from U.S. and U.K. analysts were significantly different and in consequence are shown separately.
part of their role as being the generation of forecasts, it is perhaps
not surprising that they do not wish to see that part of their
activities assumed by company management.
COMPARISON WITH OTHER STUDIES OF U.S. AND U.K. FINANCIAL ANALYSTS
Few other studies attempt to compare the decision processes of
U.S. and U.K. financial analysts. The three studies considered in
this section are those by Belkaoui, Kahl, and Peyrard; Firth; and
Chang and Most.^ None of these studies investigated the methods
of investment appraisal used by financial analysts, the content of
analysts' forecasts, or the details of discussions between analysts
and company management, all of which were important aspects of
^ Ahmed Belkaoui, .Alfred Kahl, and Josette Pevrard, "Information Needs of
Financial .\nalysts: An International Compdr\sony International Journal of Account-
ing (Fall 1977); Michael Firth, "A Study of the Consensus of the Perceived
Importance of Disclosure of Individual Items in Corporate Annual Reports,"
International Journal of Accounting (Fall 1978); and Lucia S. Chang and Kenneth
S. Most, "An International Comparison of Investor Uses of Financial Statements,"
International Journal of Accounting (Fall 1981).
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the present study. Consequently, the possible comparisons are rather
limited.
Belkaoui, Kahl, and Peyrard (BKP) used a questionnaire to
ascertain the value U.S., Canadian, and European analysts attached
to twenty-nine items of information. No attempt was made to
identify U.K. analysts in the European group. Although BKP
discussed a "European method" of investment analysis and con-
trasted it with the "typical North American approach," they did
not explain why they believed that European analysts are a ho-
mogeneous group; indeed, they hinted'' that U.K. analysts might
be expected to behave differently from their continental European
colleagues. In view of this limitation (for purposes of comparability
with our study) and because BKP's questions were more detailed
and covered a much more restricted area than the present ones,
detailed comparisons between the two studies are impracticable.
As in the present study, however, BKP did conclude that there
was a significant number of differences between North American
and European analysts concerning the perceived value of different
information sources.
Firth's questionnaire study primarily concerned different U.K.
groups of users of accounting reports, including financial analysts
as one group of users. However, he did include some comments
on respects in which his results differed from those of similar U.S.
studies. Firth commented particularly on two areas in which U.K.
analysts seem to differ from the U.S. group. First, he concluded
that U.K. analysts attach more importance to forecasts than do
U.S. analysts. This conclusion differs from that which may be
drawn from the evidence that suggests that U.S. analysts are more
likely to forecast cash flows (exhibit 3) together with almost all
other aspects of a company's performance except dividends (exhibit
5), and that U.S. analysts are more likely to receive management's
comments on their own forecasts (exhibit 7). Firth's second con-
clusion was that U.K. analysts attach more importance to supple-
mentary inflation-adjusted accounts than do their U.S. counter-
parts. The present results suggest that supplementary current cost
data is viewed with an equal lack of enthusiasm on both sides of
the Atlantic (exhibit 6), although U.K. analysts do make more use
of replacement cost as a valuation basis in fundamental analysis
than do U.S. analysts (exhibit 4).
Chang and Most also used a questionnaire survey. They inves-
tigated the importance of various information sources to individual
'' Belkaoui, Kahl, and Pevrard, "Information Needs," 21.
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investors, institutional investors, and financial analysts in the United
States, the United Kingdom, and New Zealand. Unfortunately,
their description of the sources of the analyst samples in the United
States and the United Kingdom is rather vague, and their response
rate from U.K. analysts was very low (23.4 percent). In conse-
quence, it is not clear whether the differences between their results
and those of the current study are due primarily to differences in
sampling procedures and response rates, or to changes in the views
and behavior of analysts between the time of their survey (1976)
and of the present study (1981/82). As in the authors' study,
Chang and Most discovered that the most important information
sources for both U.S. and U.K. analysts are the income statement,
balance sheet, statement of changes in financial position, interim
reports, and communications with management (see their exhibits
2 and 6 and exhibit 6 here). Also as in the current study, they
discovered that the statement of changes in financial position and
the auditor's report are more important to U.S. analysts and that
the president's message/chairman's statement is more important
to U.K. analysts (their exhibit 10, our exhibit 6). Unlike the present
authors, they found that advisory services are more important to
U.S. analysts (no significant differences in our responses), that
corporate annual reports are more important to U.K. analysts (the
income statement, balance sheet, and statement of changes in
financial position are all more important to U.S. analysts in our
survey), and that communications with management are more
important to U.K. analysts (no significant differences in our re-
sponses). (See Chang and Most's exhibit 5 and our exhibit 6.)
In summary, the three studies discussed here are less helpful
than we might have wished in corroborating our results. Never-
theless, the Chang and Most study, which is perhaps the most easily
comparable, does provide some support for the general pattern of
our responses.
COMMENTARY ON RESULTS
The primary analysis technique used by both U.S. and U.K. analysts
is fundamental analysis. A possible explanation of the dominance
of fundamental analysis is that this approach most closely fulfills
one of the job specifications of the analyst — to identify those
stocks which appear to be under- or over-valued by the market.
In addition, fundamental analysis, more than technical analysis or
beta analysis, provides analysts who report to third parties with an
opportunity to show how much data they have collected and how
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much analysis thev have undertaken, both of which may increase
the recipient's confidence in the analyst's recommendation and
provide a feeling of "value for monev." To a lesser extent, technical
analysis mav also provide this sort of opportunity to the analyst,
since it permits the production of numerous charts which could
impress the financially naive investor Indeed, without a justification
such as this, it is not clear why a majority of analysts use technical
analysis at least "sometimes" (exhibit 1). If the capital market is
weak-form efficient, any use of technical analysis appears irrational;
its use presumably involves some cost but provides no benefits
since the information it reveals is already fullv incorporated into
share prices.
The application of fundamental analysis depends heavily on the
estimation of an appropriate price-earnings ratio and of accruals-
based income numbers and earnings per share. Neither future
cash flows nor various inflation-adjusted values are as important
to the process as are conventional historical cost-based numbers.
This conclusion conflicts with the sort of general approach which
is widely recommended in academic articles and books on invest-
ment analysis. The recommended approach to security valuation
generally involves discounting expected dividends or cash flows
using a discount rate which reflects the covariance of the returns
expected from the security with those expected from a market
portfolio. The risk factor in the discount rate depends on the
security's beta \alue (on that part of the variability of the security's
returns which cannot be diversified awav). The reasons for and
implications of the differences between actual and recommended
practice warrant further research, particularly to ascertain whether
the two approaches lead to different security bu\, hold, and sell
recommendations.
The importance to analysts of different sources of information
is as might be expected; the financial components of the annual
report (with the exception of supplementary current cost infor-
mation) tend to dominate all other sources except discussions with
company personnel. The importance of discussions with company
personnel is confirmed by other studies, and yet little is known
about the content of such discussions. We have attempted to
ascertain those broad areas which are discussed most frequently.
A questionnaire survey is probably not the best means to discover
from analysts details of their discussions with management; the
fear that such details might be perceived as indications of inside
information may prevent them from being frank in writing. Further
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research in this area seems necessary, possibly based on direct
observation and interviews. Such approaches might be more fruitful
means of collecting information about analysts' discussions with
company personnel than are questionnaire surveys.
Comparison of U.S. and U.K. Analysts
As noted previously, thirty-one of the sixty-nine questions in the
questionnaire produced responses which were different at the 5
percent significance level for the two samples of U.S. and U.K.
financial analysts. More differences than might be expected by
chance seem to support the hypothesis stated earlier that significant
differences exist between the security appraisal procedures of U.S.
and U.K. analysts. Furthermore, the differences appear to conform
to a general pattern that U.S. analysts undertake more formal
analysis than do their U.K. counterparts. We now consider the
evidence to support this assertion.
U.S. analysts make more use of fundamental analysis (exhibit 1)
and regard it as being more useful (exhibit 2) than do U.K. analysts.
The former group considers more years' previous results and
makes more use of financial ratios than do U.K. analysts (exhibits
3 and 5). The U.S. group regards a company's income statement
and balance sheet as more influential than do their U.K. counter-
parts (exhibit 6). In addition, U.S. analysts place a greater emphasis
on forecasts of future performance than do U.K. analysts. Of the
six significant differences in exhibit 5 concerning items which the
analyst forecasts, five are forecast more frequently by U.S. analysts
who also forecast further into the future (exhibit 5) and more
often receive management comments on their own forecasts (ex-
hibit 7). These results suggest a more thorough and formal analysis
of a company's financial performance and prospects.
Another interesting difference between the two groups is that
U.S. analysts seem to regard past and predicted cash flows as being
more important than do U.K. analysts. They estimate the net
present value of cash flows more frequently (exhibit 3) and forecast
cash flows more often (exhibit 5) than do U.K. analysts. Further-
more, they perceive the influence of a company's statement of
changes in financial position as being greater (exhibit 6) and believe
more strongly that there is a need for companies to publish a more
detailed statement of cash flows (exhibit 8) than do U.K. analysts.
This emphasis on the analysis of corporate cash flows is a further
indication of a higher level of formal analysis undertaken by U.S.
analysts.
Two other significant differences between the two groups deserve
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mention. The first is that U.S. analysts regard the auditor's report,
whether qualified or unqualified, as being more influential than
do their U.K. counterparts (exhibit 6). The second is that U.K.
analysts place more emphasis on dividends; they estimate future
dividend yield more frequently (exhibit 3) and forecast future
dividends more often (exhibit 5) than do U.S. analysts.
A number of possible reasons for the differences between the
procedures adopted by U.S. and U.K. analysts are possible, in-
cluding different education and training backgrounds, and diff^erent
work environments. Regarding the former reason, a more formal
education and training in business and financial analysis may make
it more likely that an analyst will adopt formal methods and
techniques for the appraisal of securities. Chang and Most deter-
mined that over 85 percent of U.S. financial analysts had a degree
in a business-related area, compared to only 50 percent of U.K.
analysts.^ Further evidence of formal training in financial analysis
for U.S. analysts is provided by membership in the Institute of
Chartered Financial Analysts (ICFA). Such membership is depen-
dent on the analyst's satisfactorily completing examinations relating
to financial analysis. To test whether the additional formal training
required for membership of the ICFA explains at least some of
the diff^erences between U.S. and U.K. analysts, the present authors
partitioned their U.S. sample according to whether analysts were
members of the ICFA; 64 percent were members. We then com-
pared the responses of each subgroup of U.S. analysts with the
entire U.K. group. For many of the comparisons between all U.S.
and U.K. analysts, significant differences arise between U.S. analysts
who are ICFA members and U.K. analysts, rather than between
U.S. analysts who are not members of the ICFA and U.K. analysts.
In fourteen of the thirty-one cases where significant diff^erences
were observed between U.S. and U.K. analysts, the diff^erences
cease to be significant when the responses from U.K. analysts are
compared only with responses from U.S. analysts who are not
ICFA members, although part of the reduction in the number of
significant diff^erences may be due to a decrease in sample size.
Included in the cases where diff^erences cease to be significant are
important responses concerning, for example, the frequency of
use and perceived usefulness of fundamental analysis, the frequency
of use of financial ratios, the frequency with which after-tax income
and cash ffows are forecast, the perceived influence of the income
statement, balance sheet, and statement of changes in financial
^ See Chang and Most, "International Comparison," exhibit 12.
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position, and the need for more detailed statements of cash flows
from companies.
This evidence suggests that the training and education of an
analyst are likely to influence his security evaluation procedures.
As we have noted, other factors relating to the environment in
which the analyst works may be of at least equal importance. These
factors may relate to the analyst's job specification or to the
economic and legal nature of the national environment in which
he practices. An analyst's job specification depends on the type of
organization employing him or her and on the nature of respon-
sibilities within that organization. For example, an analyst who has
direct responsibility for the management of a securities portfolio
may employ diff^erent appraisal methods and require difi^erent
information than does an analyst who provides reports on individual
securities to third parties.*' If the job specifications of U.S. analysts
differ from those of U.K. analysts, for example because there are
relatively more or less portfolio managers among U.S. analysts
than among their U.K. counterparts, the responses of the two
groups to questions concerning appraisal methods and use of
information are likely to be significantly diff^erent.
Other environmental factors which may vary on a national basis
and which could explain differences between U.S. and U.K. re-
sponses include legislation and accounting standards concerning
minimum disclosure levels and alternative accounting treatments
in published corporate reports, the availability and cost of other
information sources, the nature of the market for analysts' services,
the availability and cost of information processing technology, and
the role and status of the auditing profession. Further research
into the relationship between factors such as these and the security
evaluation techniques of financial analysts is needed to help to
explain diff^erences between the practices and procedures of dif-
ferent groups of analysts.
SUMMARY
This paper has attempted to provide a general description of the
security appraisal methods adopted by financial analysts in the
United States and the United Kingdom and to highlight respects
in which the methods used by the two groups of analysts diff^en
Both groups appear to attach more importance to accrual-based
^ See Peter Moizer and John Arnold, "Share Appraisal by Investment Analysts —
A Comparison of the Techniques Used by Portfolio and Non-Portfolio Managers,"
Accounting tm/l Business Research (Winter 1984).
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historical cost accounting numbers, particularly earnings, than to
either inflation-adjusted accounting numbers or cash flows. Both
groups also use fundamental analysis in preference to technical
analysis or beta analysis, and they rely heavily on discussions with
company personnel as a source of information.
We discovered many more significant differences between the
procedures adopted by U.S. and U.K. analysts than could be
explained by chance. We suggested a number of possible expla-
nations for the diff^erences observed, including national differences
in education and training, job specifications, accounting treatments
and disclosure, the market for analysts' services, available infor-
mation processing technology, and the role of the auditing profes-
sion. Further research into the extent and impact of these envi-
ronmental differences appears to be warranted.
The International Accounting Standards
Committee: A Performance Evaluation
S. M. McKINNON and PAUL JANELL*
The International Accounting Standards Committee (lASC) was
established in 1973 by the professional accounting institutes of
nine major countries in response to increasing calls for harmoni-
zation of worldwide accounting regulations. Since its inception,
the lASC has expanded to include accountancy bodies in sixty-five
countries. It has been acclaimed as the most successful and influ-
ential international body in achieving some degree of harmoniza-
tion of standards. A review of the lASC, its objectives, and its
achievements in order to evaluate the overall performance of the
lASC in its first twelve years is appropriate.
This study analyzes the role of the lASC. After briefly com-
menting on the general desirability of harmonization, the study
identifies the lASC objectives and analyzes three contemporary
accounting issues in light of these objectives. The final step is an
analysis of the role the lASC should play in consideration of its
successes and failures.
IS HARMONIZATION DESIRABLE?
Much of the impetus for harmonization has focused on the need
for comparative information in a world of expanding capital
markets. Growing competition for both domestic and international
financing has produced a seller's market for money, where the
sellers have the power to demand additional information concern-
ing potential investments. Diff^ering standards present an obstacle
to optimal economic resource allocation, and the necessity to
* S. M. McKinnon and Paul Janell are Associate Professor and Professor, College
of Business Administration, Northeastern University.
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accommodate differing accounting standards places a dual burden
on the multinational executive concerned with financial reporting.
Since Jacob Kraavenhof's seminal paper on international har-
monization,' few have questioned the desirabilitv of harmonized
standards. Most opponents have focused on the practical difficulties
of achieving agreements among different countries, given the
differences in background, tradition, needs of economic environ-
ments, and the inevitable challenge of uniformit\' to state sover-
eignty
HOW EFFECTIVE HAS THE lASC BEEN?
The fact that harmonization itself can be assumed to be a worth-
while goal is not sufficient justification to conclude that the efforts
of the lASC have been the best wav to fulfill that goal. Critics of
harmonization mav be quite right when they state that complete
international standardization is impossible. Since that objective is
the essential premise of the lASC's existence, the lASC objectives
should be analyzed in relation to what it has actuallv accomplished
in its brief vears of operation.
lASC Objectives
The board of the lASC is charged with directing its major
operations. The board has two representatives from the original
founding members, plus two representatives from two additional
member accounting organizations. The board issues exposure
drafts (EDs) of proposed standards generallv followed by the
standards themselves. To take effect, a standard must be approved
bv a minimum of three-fourths of the committee membership. As
of May 1985, L\SC had issued over twenty Statements of Inter-
national Accounting Standards, and numerous exposure drafts
were outstanding.
The objectives of the lASC, as expressed in the agreement under
which it was established, are ". . . to formulate and publish in the
public interest, basic standards to be observed in the presentation
of audited accounts and financial statements and to promote their
worldwide acceptance and observance."' Several key points are
expressed in this statement. The statement identifies two major
goals: (1) to formulate standards, and (2) to promote their accep-
' Jacob Kraayenhof, "International Challenges for Accounting," yowrwa/ of Ac-
countancy (January 1959), 34-38.
^George C. Watt, Richard M. Hammer, and Marianne Burge. Accounting for the
Multinational Corporation (Financial Executives Research Foundation. 1977), 166-
67.
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tance and observance. Within the first of these goals is the quali-
fication to formulate basic rather than detailed standards. Para-
graph 10 of the Preface to Statement of International Accounting
Standards, published by the lASC in 1975, states:
... it is the intention of the lASC ... to concentrate on basic standards.
It will therefore endeavor to confine the International Accounting
Standards to essentials and not to make them so complex that they
cannot be applied effectively on a worldwide basis. . . .^
The second goal was further elaborated in an agreement by
member accounting institutes to use their best endeavors to:
1. Ensure that published accounts comply with these standards or
that there is disclosure of differences;
2. Persuade governments, securities markets, and the business
community that published accounts should comply with these
standards; and
3. Ensure that auditors report differences from these standards.''
Are these goals being met? In the next section, the authors examine
three topics considered by the lASC: depreciation, the equity
method, and foreign currency translation. Each is different in the
points raised as to the effectiveness of the lASC, but none is a
special case. These three subjects provide reasonable examples of
the degree of acceptance of lASC standards throughout the world.
Depreciation
The standard on depreciation (IAS No. 4) was chosen because it
was relatively noncontroversial and was one of the earliest standards
issued, becoming effective January 1, 1977. IAS No. 4 is a prime
example of the approach initially taken by the lASC to address
those issues that would most likely be accepted first. Greater
acceptance would be found for standards on which a consensus
could be achieved among the members of the voting committee.
Other countries would find adoption fairly easy, and the lASC
would gain more influence and credibility as a standard-setting
body.
This standard seems ideal for meeting the goal of setting basic
general principles, yet the lASC initially fell into the trap of being
too specific and narrow in its prescribed choices. The exposure
draft chose the straight-line method as preferable and called for
disclosure of any differences in income attributable to using a
' International Accounting Standards Committee, Preface to Statements of Interna-
tional Accounting Stayidards (1974), par. 10.
* Watt, Hammer, and Burge, Multinational Corporation.
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different method. This went beyond the requirements of any
national professional body and was quickly eliminated.^
The final statement is general in its requirements, calling for
depreciation of assets charged to income in a systematic fashion
over the life of the asset. Depreciable cost is historical cost less
estimated salvage. Disclosures of method, depreciation expense,
and both the gross amount of the assets and the accumulated
depreciation are mandated.
In analyzing the effect of IAS No. 4 on worldwide practice, two
questions are important. First, does practice conform to the stan-
dards of the lASC? Second, has practice changed to reflect the new
standard, or does practice conform for other reasons, such as
existing local legislation? To help answer these questions, we
referred to a study by Price Waterhouse International.^ Sixty-four
countries were surveyed, including thirty-three that are members
of lASC. Practice in the surveyed countries on 267 reporting
practices was classified into categories of acceptance, ranging from
"Required" to "Not Permitted."^
These data cannot be used to measure conformity exactly, for
many reasons. First, at least ten lASC member countries were not
included in the study. Generalizations of practice in these countries
cannot be drawn, for they include such diverse nations as Yugo-
slavia, Israel, Bangladesh, and Finland. Second, the survey covered
practice as of January 1979, only two years after lASC No. 4,
possibly not allowing enough time for the countries which may
have been in the process of changing standards. Third, categories,
such as "Required" and "Insisted Upon," always lead to arbitrary
classifications by respondents who perceive the definitions of the
groups in different ways. Despite these flaws, the study is valuable
for providing a general overview of acceptance; it represents the
most comprehensive collection of worldwide accounting practices
available.
In all but five of the countries surveyed, depreciation charges
to income are the predominant practice and the minority practice
in those five. Of the lASC members surveyed, all except Jamaica
^ International Accounting Standards Committee, "Accounting for Business Com-
binations," Exposure Draft (1976).
^ R. D. Fitzgerald, A. D. Stickler, and T. R. Watts, eds., International Surx'ey of
Accounting Principles and Reporting Practices (London: Price Waterhouse Interna-
tional and Butterworths, 1979).
^ In order of their level of acceptance, these categories are "Required," "Insisted
Upon," "Predominant Practice," "Minority Practice," "Rarely or Not Found,"
"Not Accepted," and "Not Permitted."
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and Portugal either require depreciation or insist upon it for an
unqualified auditor's report; in these two countries, it is standard
practice even though not mandatory. Quite obviously, the lASC
tread on no toes by advocating depreciation charges. A slightly
more stringent requirement of lASC No. 4 is the need to reflect
salvage value in the estimated charges. Of the countries surveyed,
only 37 percent require or insist on the consideration of salvage,
even though another 16 percent indicate this as the predominant
practice. (Actual figures are presented in exhibit 1
.) The situation
is slightly better for lASC member countries: 58 percent require
or insist upon consideration of salvage, and an additional 1 2 percent
say it is the majority practice.
These data may appear to give credence to the belief that lASC
standards are being adopted in the member countries, but this
assumption fails after an analysis of the source of the standards in
the countries reporting high compliance. Exhibit 2 presents the
analysis of countries by category and by membership in lASC. The
most striking point of the lASC members reporting at least
predominant practice is the number of recent former British
colonies on the list. When they are removed, the only remaining
nations are Japan, France, Korea, Mexico, the Netherlands, and
the United States. The British established sophisticated accounting
procedures throughout the empire years before the lASC was
formed; eight of the former colonies cite IAS No. 4 as their
authoritative source rather than credit the British systems installed
years ago. Of the remaining nations, Japan, the Netherlands, and
Exhibit 1. Countries Reflecting Salvage Value
in Determining Depreciation Charge
Total survey lASC members
Number Percent Number Percent
Required 18 28 17 52
Insisted upon 6 9 2 6
Predominant prac-
tice 10 16 4 12
Minority practice 22 34 8 24
Rarely or
not found 8 13 2 6
Total 64 100 33 100
Source: Table 58, Price Waterhouse Survey-
24 THE INTERNATIONAL JOURNAL OF ACCOUNTING
Exhibit 2. Consideration of Salvage — By Country
ISAC members
Required Trinidad and Tobago Minority practice
Australia United Kingdom Belgium
Fiji United States Denmark
France Zimbabwe/Rhodesia Germany
Hong Kong
Ireland
Korea
Malaysia
Insisted upon
Canada
Jamaica
Norway
Philippines
Portugal
Spain
Mexico Predominant practice Sweden
Netherlands
New Zealand
Nigeria
Pakistan
India
Japan
South Africa
Zambia
Rarely or none
Brazil
Greece
Singapore
Other countries
Required Jersey Italy
Bahamas Kenya Malawi
Nicaragua Panama
Insisted upon Taiwan Paraguay
Bermuda
Botswana Minority practice
Switzerland
Uruguay
Dominican Republic Bolivia
Venezuela Chile Rarely or none
Colombia Austria
Predominant practice Costa Rica Ivory Coast
Argentina Ecuador Morocco
EI Salvador Guatemala Peru
Honduras Senegal
Iran Zaire
Source: Table 58, Price Waterhouse Survey.
the United States take pride in their accounting independence;
Korea and Mexico were influenced directly through trade ties with
the United States; France, which credits the lASC standard, is
actually strictly governed by its uniform Plan Comptable. Among
those countries where consideration of salvage is a minority practice
or not seen at all are eight European countries; four are members
of the European Economic Community (EEC). While IAS No. 4
was not enough to convince them to change their ways, these four,
with Spain and Portugal, upon their entrance into the EEC in the
1980s, will need to consider salvage value when the EEC's Fourth
Directive is incorporated into the national law. As for Brazil, with
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hyperinflation, one understands the reluctance to estimate future
salvage value in terms of present dollars.
What does this exercise indicate of the depreciation standard?
Simply based on this analysis, several points can be made:
1. The lASC succeeded in identifying and codifying standard
practice in much of the world.
2. The lASC did not succeed in influencing practice in either its
member countries or nonmember countries listed in the survey.
3. In this case, practice correlates somewhat to the IAS standard
in terms of considering salvage value, but practice is based on
previous standards.
The Equity Method
The equity method of accounting for minority-owned intercor-
porate investments is a much more controversial subject than the
need to depreciate fixed assets. In the United Kingdom and United
States, the equity method is required for investments where sig-
nificant influence exists, generally defined as from the 20 to 50
percent ownership levels. Because the investor is considered to
have such influence that dividend policy could be aff^ected, divi-
dends are considered as a return of capital, reducing the investment
instead of increasing income. Profit or loss from the investment is
counted as the ownership percentage of the associated company's
profit or loss.
Practice in the United Kingdom and the United States is almost
identical to the requirements of IAS No. 3, the statement on
consolidations issued in 1976. This is not surprising, for the equity
method is singularly suited to a reporting environment which
emphasizes the investor. It attempts to measure the value of the
investment, rather than only the immediate proceeds of the in-
vestment. This is also the controversial point as to its use. The
equity method raises issues of the realization of profits and losses.
Particularly in those countries where tax reporting is based on
financial reporting, claiming profits and losses which have not been
realized in a more concrete sense is not considered acceptable.
The equity method is a controversial topic, unlike depreciation.
Its use has increased dramatically in the last ten years as more
countries have accepted or legislated stricter requirements for
financial relationships between companies. This is an area where
the IASC has had a great opportunity to influence evolving practice.
The Price Waterhouse (PW) study shows results similar to the
depreciation issue. A brief review of the percent of countries using
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the equity method is presented in exhibit 3. The same country-
by-country analysis could be done as with the salvage issue.
Much more interesting analysis of this issue can be made by
considering individual countries which have adopted the equity
method within the past five years (or are in the process of adopting
it).
The PW study lists Japan as an lASC member with minimal
acceptance of the equity method. This is changing rapidly; in the
vears since the PW study was undertaken, the classification has
probably reached "predominant practice." This is not in response
to IAS No. 3 but to new securities legislation. The growth of the
stock market in Japan has led to new and more detailed securities
laws, one of which required consolidated statements after April 1,
1977. The same regulation called for the equity method for 20
to 50 percent investments but allowed an interim period during
which companies can change from the cost method. The Japanese
have stated that their primary impetus for changing standards is
to conform to foreign securities markets' requirements.®
Germany is an entirely different case and a classic example of
the influence of taxes on financial reporting. In Germany, use of
the equity method is not allowed. However, Germany is included
here as an example because, within the next five years, the equity
Exhibit 3. Countries Using the Equity Method
for Significant Investments
Total survey lASC members
N umber Percent Number Percent
Required 19 30 14 14
Insisted upon 1 2
Predominant prac-
tice 4 6 2 6
Minority practice 12 19 7 22
Rarelv or not
found 21 32 5 15
Not permitted 7 11 5 15
Total 64 100 33 100
Source Table 103, Price Waterhlouse Survey
* Organization for Economic Cooperation and Development, International Invest-
ment and Multinational Enterprises: Accounting Practices in OECD Member Countries
(1980), 194.
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method will be required procedure. This dramatic reversal will
result from the implementation of the Seventh Company Law
Directive of the EEC. The Seventh Directive requires use of the
equity method when significant influence exists; therefore, Ger-
many will need to change to a method of which many Germans
have severe reservations.
Another EEC country changing its methods is Denmark, which
traditionally had conformity between tax and financial reporting,
but which has separated the two completely in the last decade.
The PW study lists the equity method as rare in Denmark, but
this is now inaccurate. Although the equity method is not yet
required, its use is increasing, and in an interesting way. To cope
with the problem of recognizing income, the Danes have modified
the equity method, transferring the ownership percentage of profit
and loss to a reserve account in owners' equity instead of the
income statement. This does not conform to IAS No. 3 and will
change when the Seventh Directive is implemented.
The last interesting example is Italy. The PW study lists Italy as
a country where use of the equity method is rare. This is true,
but it has existed, although it is not allowed for tax purposes.
Many companies have voluntarily been presenting consolidated
statements and using the equity method experimentally. No longer
will this be voluntary. A move is under way by the new national
stock exchange commission to require large listed companies to
consolidate accounts. Most companies will probably follow rules
advocated by the new accounting organization, ASSIREVI. These
rules are quite openly based on U.K. and U.S. principles and
include use of the equity method. The reason for this is the
influence of the "Big 8" accounting firms in Italy, which began by
auditing U.K. and U.S. subsidiaries, but whose work has expanded
to include a large percentage of Italian firms.
In comparing the lASC and the equity method, we should make
several points:
1. The lASC has succeeded in identifying and codifying practice
which is predominant in investor-oriented countries and, since that
is the growing trend, it has succeeded in advocating increasingly
popular practice.
2. In countries where the equity method has recently been adopted,
there are equally compelling reasons other than adherence to lASC
No. 3. These reasons concern securities legislation, compliance
with legal requirements imposed through community organizations
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such as the EEC. cooperation \s'ith trading partners, and the
influence of the United Kingdom and United States.
3. The lASC has not greatlv influenced either member or non-
member nations to adopt the equit\ method.
Foreign Currency Translation
The last area is the turbulent topic of foreign currency translation.
A chronolocrv" of statements on foreign currency translation bv the
three major parties involved in the controvers\- is interesting.
Without attempting to explain the major methods involved, the
chronolog\" of important events follows. Statement No. 8 b\ the
Financial Accounting Standards Board (FASB) in 1975 called for
the use of the temporal method and immediate recognition of
gains and losses on translation. This was bitterlv opposed bv
companies which found their earnings shifting dramaticallv due to
currency swings.
In 1978. the lASC issued ED 11. which was basically all things
to all people. It allowed a choice between the temporal method
and the closing rate method and allowed various alternatives as to
recognition of translation gains and losses through both the income
statement and direct movements to owners" equitw These choices
were allowed e\'en though the known preferred alternative of the
majority of U\SC members was the closing rate method. Whv was
the lASC hesitant to take a stand? Unlike depreciation, and even
unlike the equity method, foreign currency translation is so emo-
tionally charged that it actually renders the LASC somewhat pow-
erless. The two major powers, the United Kingdom and the United
States, were almost diametrically opposed in philosophy at that
time, and anv stand bv the lASC would have been certain to
contravene accepted practice in one of the two countries.
At approximateh' the same time, the Accounting Standards
Committee (ASC) of the United Kingdom released ED 21 on the
topic of accounting for foreign statement translation. Discussion
leading to ED 21 was almost unanimously in favor of the closing
rate method, vet the ED allowed the choice of either the temporal
method or the closing rate method. Manv British experts felt at
the time that it would be difhcult to adopt a method contrary to
the U.S. method when the LASC was flexible enough to allow
both.
The controversy continued, fueled bv the decision of the F.ASB
to re-evaluate foreign currency translation. A task force was
established, and the LASC was represented at each meeting. Sub-
sequently, the FASB issued Statement No. 52, requiring the current
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rate (closing rate) method in all but exceptional cases. The advocacy
of the current rate method could be seen as a victory for the IASC
in some ways. The extent of its influence is difficult to judge,
however, for the major influence was obviously the American
business community. The FASB has shown little inclination to do
more than consider international standards briefly in setting U.S.
standards.'' \o doubt the FASB was influenced somewhat because
the major trading partners of the United States were strong
proponents of the current rate method.
An analysis of the L\SC role in the foreign currency issue is
difficult because of the other factors involved. It is easv to state
that the lASC exhibited weakness in its failure to issue a standard
advocating the current rate method. Whether or not the L\SC
was influential behind the scenes is unknown. The FASB task force
meetings and open hearings held on the subject indicate only
cursory attention to international standards.
Impediments to lASC Effectiveness
Earlier in this paper, the authors presented the aims of the member
institutes' individual efforts to achieve the acceptance of lASC
standards. The extent to which compliance has been achieved was
categorized bv the lASC into three areas in a discussion paper
titled "Acceptance and Observance of International Accounting
Standards."
1. Those countries where IASC standards are awarded the same
status as domestic standards. (Mandatory compliance)
2. Those countries where accountancy bodies have declared sup-
port for lASC standards and advise disclosure of any areas where
local standards differ from international standards. (Preferable
compliance)
3. Those countries where no formal status of standards has been
determined. (None or accidental compliance)
Few countries fit the first category, although the Bahamas. Figi.
Malaysia, Nigeria, Pakistan, Singapore, Trinidad and Tobago, and
Zimbabwe come very close. A number of countries, particularly
those with long established standard-setting mechanisms, fit the
second category. These include the United Kingdom, Canada, and.
to a lesser extent, the United States. Many more countries comprise
the latter category.
^ In earlv 1982. a vote was taken among the FASB and its constituency as to the
most important problems requiring the board's consideration. The need for
international standards ranked near the bottom on a list of over thirtv subjects.
30 THE INTERNATIONAL JOURNAL OF ACCOUNTING
Lack of enforcement. A primary impediment to the lASC's
effectiveness is its lack of enforcement powers. The IASC depends
on voluntary compliance and the influence of the accounting
institutes in each countrv to achieve incorporation of its recom-
mendations into local standards. Despite the goals of these insti-
tutes, there is little evidence that much has been achieved.
In 1980, the Organization for Economic Cooperation and De-
velopment (OECD) published a survey of accounting practices in
member countries. '° The OECD lists among its members seventeen
lASC members, comprising most of the "developed" world, and
eight of the founding countries of the lASC. The survey included
a question concerning the degree of flexibility existing in each
country for accommodating recommendations on standards from
international bodies. Of the eight IASC founders, only respondents
from the United Kingdom and Ireland stated that lASC standards
would be followed. Much more common were responses such as
that of Germany: "International recommendations can be taken
into account as far as they are compatible with existing legal
provisions." Of the twenty OECD nations surveyed, fifteen ex-
pressed the view that international standards were often considered
when local decisions were made, but that they were overridden
by national concerns, particularly where accounting standards are
actually enacted into law. Austria and Switzerland, nonmembers
of lASC, claim no efforts to consider lASC standards, and France
states that its national law goes beyond (and therefore includes)
lASC standards, a debatable statement.
The lASC depends on others for its enforcement. Often these
other parties are ineff^ectual in achieving compliance. Even in the
United Kingdom, where the ASC has announced its intention to
harmonize U.K. standards as far as possible with the lASC's
statements, difi"erences remain. A comparison of U.K. accounting
practices with international standards produces a list of divergent
requirements in at least seven of the first thirteen subjects addressed
by the I.A.SC." In the United States, representation on the IASC
is through the American Institute of Certified Public Accountants
(AICPA) instead of the FASB. No longer does the AICPA have
direct power over standard setting; therefore, it must attempt to
influence adherence with international standards indirectly through
opinions addressed to the FASB and the AICPA membership.
"^ Orpani/aiion for Economic Cooperation and Development, International Invest-
ment, 194.
" Arthur Young International, "The United Kingdom," World Business Reports
(AYI. 1981). 24, exhibit 9.
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Other international bodies. An additional problem with setting
international standards concerns the number of organizations
which have decided to consider the subject. These groups represent
diverse constituencies and include international organizations, such
as the OECD and the United Nations (UN), and regional standard-
setting groups such as the EEC.
The OECD and UN can be loosely typified as representing the
"developed" and "developing" world, respectively. Each has re-
cently compiled a code of behavior for multinational firms, in-
cluding rules for reporting. Each must also rely on voluntary
compliance. Their primary difference is their emphasis; standards
applicable to industrialized nations are not necessarily appropriate
for nations in the early stages of development.
In contrast, the EEC is not forced to rely on voluntary compli-
ance. All member countries must pass national laws to include
requirements complying with EEC company law directives, several
of which include detailed accounting rules. Although regional in
nature rather than worldwide, the EEC efforts are the most
significant in terms of world harmonization because of the con-
sensus required in choosing standards, the vast differences in the
countries involved, and the agreement to make regional standards
national law.
The combination of UN, OECD, lASC, and EEC efforts is often
confusing and appears unnecessasry to many people. The lASC is
hindered in not being the only recognized world authority, for
how can there be more than one international standard?
IS THERE A BETTER ROLE FOR THE lASC?
To answer this question, it is necessary to examine the present
objectives of the lASC in comparison to the areas where they have
been most and least effective. The two objectives were stated
earlier as (1) to formulate basic standards and (2) to promote
worldwide compliance with these standards.
In this paper, the case has been made that the lASC has had
great difficulty in meeting the second objective. It has not been
successful in either changing existing rules or in achieving com-
pliance with new standards. It has been hindered by a lack of
authority, a tendency to emphasize details, and questionable support
from member nations intent on protecting local interests.
There are some areas, however, where the lASC has been
influential. An examination of these areas provides a starting point
to define a new role for the lASC more in keeping with the present
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Stage of the international harmonization process, and which would
be more realistic. The lASC has been effective in three major
ways:
1
.
It has succeeded in identifying and codifving the most generally
accepted principles in use in the developed nations of the world.
2. Its standards have provided a neutral source for countries in
the process of standard setting.
3. The most effective wav of influencing world harmonization has
been through the IASC"s abilit\ to have its standards considered
bv other, more powerful groups.
The first point correlates closelv to the first objective of the lASC:
to formulate basic standards. To date, the standards have repre-
sented practice in the industrialized world with an emphasis on
investor-oriented societies. The lASC should continue to codifv
the best of present practice in statement form but should expand
this role to one which includes research as to how different
standards are suitable to different reporting environments. Little
work has been done in this area: the lASC could serve as a non-
affiliated clearinghouse for efforts to determine the best principles
applicable to countries in different stages of development. This
research should include the suitabilitv of basic principles such as
revenue recognition and matching to different political and in-
dustrial environments.
The second wav in which IA.SC standards have proven to be
effective has been as a reference for nations and companies needing
neutral sources. Earlien it was stated that manv former British
colonies refer to lASC standards rather than to U.K. standards as
their source of practice. This is not a trivial role for the lASC to
endorse for itself. \ot all countries are as willing as Italv to adopt
American or British standards openlv as their own. vet many need
an outside source to help legitimize choices of principles. lASC
standards should serve as basic models which local standard-setting
bodies can use as benchmarks to evaluate existing practice. They
should provide guidance in areas where local standards have not
yet been formulated. A further need would be served bv giving
multinational corporations a reference point to deal with numerous
divergent reporting requirements.
The L\SC has been most effective when it has been able to
obtain endorsements for its opinions bv parties having greater
enforcement powers. Although lASC standards are not recognized
as law in manv countries, thcN are endorsed bv the International
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Federation of Stock Exchanges, which has the power to require
adherence to lASC rules by companies listed on the major ex-
changes of the world. '^ The lASC lobbies to have its standards
considered by the FASB and ASC, and its power to influence EEC
law directives is considerable. This suggests that working toward
the adoption of lASC standards should be secondary to working
toward the incorporation of lASC principles into national stan-
dards. The lASC should assume the role of consultant to those
groups which do have powers of enforcement.
SUMMARY
This paper has examined the role of the lASC. Given the assump-
tion that the harmonization of standards is a worthwhile goal, the
lASC was evaluated in terms of its ability to date to achieve its
stated objectives. This analysis leads to conclusions that the lASC
has not succeeded in changing existing standards or setting new
standards. It has succeeded in codifying generally accepted practice,
in serving as a neutral source for standards, and in influencing
groups with enforcement powers. These successes indicate that the
lASC objectives should be changed to the following:
1. To serve as a research clearinghouse to study the eff^ects of
difl^rent principles in different reporting environments.
2. To provide a neutral model of possible standards for countries
in the process of standard setting and for multinational firms
dealing with divergent regulations.
3. To provide temporary standards to fill the void existing before
local standards can be set.
4. To serve as a consulting body for organizations in the standard-
setting process.
5. To channel efforts to influence harmonization to incorporation
of lASC principles into local legislation rather than to adoption of
lASC standards themselves.
The national differences preventing immediate worldwide har-
monization of standards may disappear more quickly than many
people think. The primary impetus will probably come from
companies themselves. As more firms seek to raise funds in world
securities markets, they will be forced to change standards to meet
filing requirements. Such de facto harmonization may thus succeed
in eliminating present barriers preventing worldwide cooperation.
'^ Fitzgerald, Stickler, and Watts, International Sun'ey.
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By providing a more research- and consulting-oriented role, the
lASC will have a greater opportunity to influence the eventual
content of international accounting standards.
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Dispelling Arguments against International
Accounting Standards
M. J. AITKEN and M. A. ISLAM*
Most writers agree that differences in environments and institu-
tional arrangements among countries constitute significant deter-
rents to the development of international accounting standards.'
The same writers seem divided, however, as to whether such
differences completely preclude the development of a set of uniform
and effective standards which will transgress national boundaries.
While alluding to environmental differences to indicate the obsta-
cles posed by their existence, some believe that these obstacles
should, and in fact can, be overcome. Hall, for example, refers to
the difficulty which differences in legal, political, and cultural
barriers have on the establishment of international accounting
standards but concludes that "... pressures for achieving inter-
* M. J. Aitken and M. A. Islam are Lecturers in Accounting, University of New
South Wales, Australia.
' See, for example, Gerhard G. Mueller, Internalional Accounting (New York:
Macmillan, 1967), and "Accounting Practices Generally Accepted in the United
States versus Those Generally Accepted Elsewhere," International Journal of Ac-
counting (Spring 1968): 91-103; Edward Stamp, "Uniformity in International
Accounting Standards — A Myth or a Possibility," The Jerusalem Conference of
Accountancy (Israel: The Institute of Certified Public Accountants, 1971), 157-66;
A. J. Enthoven, "Standardized Accounting and Economic Development," CA
Magazine (December 1973): 57-60; M. K. Oldham, Accounting Systems and Practices
in Europe (Epping, England: Gower Press, 1975); Irving L. Fantl, "Frustrations
Facing Accounting Uniformity," Accounting Forum (May 1976): 27-31; W. D. Hall,
"Establishing Standards for International Financial Reporting" in Accounting
Research Convocation (University of Alabama, 1978), 95-106; A. K. Mason, The
Dei'elopmenI oj International Financial Reporting Standards, Occasional Paper No. 17
(Lancaster, England: University of Lancaster International Centre for Research
in Accounting, 1978); and Werner G. Frank, "An Empirical Analysis of Inter-
national Accounting Principles," Journal of Accounting Research (Autumn 1979):
593-605.
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national financial standards are so great,
and will become even
greater, that they will ultimately overcome
the problems in achiev-
ine them."^
By way of contrast, however, others feel
that because environ-
mental conditions are so varied (among countries), there
is doubt
as to whether the development of a set of
effective mternational
accounting standards is possible. Mueller, for
example, states:
If we accept that (1) economic and business
environments are not the
Ime in al7countnes and (2) a close relationship
exists between econonuc
and business environments and accounting,
it follovvs that a set ot
generalK accepted accounting principles cannot
be useful in all countries.
The impetus for this paper comes from this latter
view. If this
view is found to be correct, it suggests that all
efforts to establish
international accounting standards should end and,
similarly any
hope for internationallv relevant and comparable
financial data on
companies should be abandoned. Our study could
develop m one
of two possible directions. Either we
must seek to explain why
international accounting committees persist m trvmg
to attam the
impossible, or we must show whv those, like Mueller,
who maintain
that this task is impossible, are wrong.
The latter is our chosen
direction.
,
„ ^^^
To the best of our knowledge, Mueller was
the first to propose
this hvpothesis. He articulately argues for
international diversity
of practice referring to twelve
environmental and institutional
"variables- among countries. These included
discussion of
(1) relative stability of the currencv
account; (2) degree of legislative
interference m business; (3) nature of business
ownership; (4) level
of sophistication of busmess management; (5)
differences m size
and complexity of business firms; (6) speed of
business innovation;
(7) presence of specific accounting
legislation; (8) stage of economic
development; (9) tvpe of economv involved; (10)
growing pattern
of an economv; (11) status of professional
education and organi-
zation; and (12) general level of education and
tool processes
faciUtating accounting.^
That Mueller's work has become a common and
accepted soiirce
of reference is evidenced bv the inclusion of many
of his ''variables
in the works of subsequent writers, notably
Previts and Frank.
:S.;?tc:o2ing^:ceC %-97. see also Mason, f.nannal Repor.n,
Standards, 23.
^aT'TV^er"on^hrs"Sea of N.e..„do,o,v ,„d Model, for
>n.e.na,;ona,
.cccunung." l„l„«al,oml Journal of Accounlmg
(Sprmg 19,6), 1-12. and Frank,
Ac ounting
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We examine these twelve variables to ascertain whether differ-
ences in any of them call for different accounting standards in
different countries. For the purpose of this examination, these
twelve factors are grouped into three broad categories: (A) factors
associated with the broader economic environment (factors 1,8,
9, and 10); (B) features of business organizations (factors 3, 4, 5,
and 6); and (C) institutional factors (factors 2, 7, 1 1, and 12). This
taxonomy has been used for two reasons. First, we believe that
there are three basic conclusions which may be attached to the
twelve stated objections to the development of international ac-
counting standards. Secondly, while there has been and will be
other specific objections raised, as far as each objection can be
classified under one or another of these categories, the objection
is subject to one or another of the three general conclusions which
we provide.
(A) BROADER ECONOMIC ENVIRONMENT
Relative Stability of the Currency of Account
Mueller argues that "significant currency instability calls for some
form of price index adjustment, with theform ofadjustment depending
largely on the type of indexes available and reliable'' (emphasis added).
However, given no indication as to how the availability and reli-
ability of indices preclude the development of internationally
appropriate standards, one is uncertain how differences in the
availability and reliability of statistics can have a bearing on a
general rule of action (standard). If a uniformly constructed
statistic, such as the Consumer Price Index, is not available, this
may indeed point to differences in standards underlying the gath-
ering of statistics. It does not constitute an impediment, however,
to general rules of action (standards) in accounting, such as the
five fundamental rules of continuously contemporary accounting.''
This is so because statistics only help achieve the job dictated by
accounting and auditing standards. At best, Mueller's comments
refer to the problem of numerical approximation, which is a
different question.
Stage of Economic Development
Mueller argues that the accounting standards appropriate to a
particular country depend on the stage of economic development
reached in that country. This argument seems confused. By focusing
on the relative economic achievements of nations, it overlooks the
similarities in business entities in various countries, developed or
^ R. J. Chambers, "Inflation Accounting in New Zealand," Occasional Paper 24
(Faculty of Business, Massey University, 1977), 20.
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underde\eloped. These similarities include the facts that businesses
everv-ishere buv and sell in markets. o\vn assets, borrow and lend
monev. buv and sell for cash and on credit. emplo\ people, and
pav taxes. Universallv. their survival and prosperitv depends on
two factors: maintaining solvenc\' and earning profits.
No reason is apparent as to whv accounting standards cannot
be developed to measure the financial performance and position
of companies without reference to the stage of economic devel-
opment reached bv a countrv. The economies of India and Indo-
nesia are much less developed than that of the United States. But
this, in itself, does not suggest that the rules of measurement for
assets, liabilities, or anv other element of financial statements
applicable for an Indian or Indonesian companv should be diflTerent
from those of an American companv.
Type of Economy Involved
Mueller asserts that accounting standards should varv among
countries in accordance with the extent to which a particular
countr\" relies on agriculture, mining, manufacturing, trade, or
financial institutions. Once again, he provides no specific reason
in support of his position. Our position is that hea\-\- reliance on
one or two sectors should not necessarilv result in varving standards
among countries. For example, the economies of the United States
and United Kingdom are well diversified: almost all of the sectors
are developed. If thev can ha\e. within their countries, generally
applicable standards, such standards should also be applicable to
countries with emphasis on one or two sectors. On the other hand,
if the diversified economies have dififering standards for specific
sectors, some industrv-specific standards would be applicable to
the countr\' which has onh one or two sectors developed.
Growing Pattern of an Economy
Mueller argues that some accounting standards should var\-, de-
pending on whether an economv is a growing, stable, or declining
one: "If growth and expansion are tvpical. the capitalization of
certain deferred charges is more feasible than under stable and
declining conditions.'"" In addition to not defining "more feasible.""
his argument seems to overlook an important point. While we are
not concerned here with the case for or against capitalization of
deferred charges, the oversight in the argument is indicated by
noting that in a growing economv. firms mav be both growing and
declining. Therefore, the growing, stagnating, or declining trend
Mueller, Accounting Practices," 99.
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in an economy is generalh" irrele\ani lo the deiermination of
accounting standards directed to the measurement of performance
and position of individual entities.
(B) FEATURES OF BUSINESS ORGANIZATIONS
Nature of Business Ownership
Mueller argues that accounting standards in a countr\- with wide-
spread ownership of compan\' shares need to differ from those of
another where shares are predominantlv famih' owned. The ar-
gument does not seem to withstand criticism. Shareholders are bv
no means the onlv group for which financial statements are
prepared; there are other groups, stich as creditors, government,
emplovees. and customers. Since solvencv. profitabilitv, and gearing
are aspects of the companv in which all these parties are interested.
it follows that the information needs of these parties are essentially
similar.- Even if a difference, in terms of how widely their respective
shares are held, exists between companies, information needs of
other parties common to both t\pes of enterprises would require
information of a comparable qualit\' and quantit\' to be supplied
in the financial statements. This mav be one of the reasons whv
separate accounting standards ha\e not been developed for the
familv-owned companies.
Level of Sophistication of Business Management
Mueller argues that when the sophistication of management per-
sonnel \aries among countries, accounting standards would also
necessarih' \ary. that is. become more sophisticated or complex.
\Vhile management sophistication mav be important for the com-
panies managed. ho\sever. it can be argued that compan\- financial
statements are not the proper place for a reflection of manage-
ment's cognitive and analytical capabilities, although some might
indeed be so used under present conditions.
Accounting standards, as we have portra\ed them, are applicable
to the measurement of profit, the valuation of assets, and the
representation ot companies' financial performance and position,
in a form understandable and usable bv non-experts. What is
important is the factual quality of the data, not the complexit\ of
the standard; complexity gives no guarantee of the serviceability
' For empirical confirmation of this, refer to R. J. Chambers. Thf Design of
Accounting Standards. Monograph No. 1 (University of Svdnev Accounting Research
Center, 1980).
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of information. From a national point of view, companies may also
vary in terms of management sophistication; this does not prohibit
the applicability of common accounting standards.
Differences in Size and Complexity of Firms
Mueller argues that large and complex organizations require
accounting standards different from those of small and less complex
organizations. Although no indications are given as to what con-
stitutes a big and complex organization compared to a small and
less complex one, he states by way of example that heavy advertising
and research and development outlays by big and complex firms
require "recognition" (which presumably means capitalization),
while smaller programs in similar firms may need to be expensed.
It is not stated why there should be this difference in treatment,
but such a situation has some interesting implications. While in
the past it has been accepted that the size of a firm could be
determined with reference to its asset holdings, Mueller seems to
imply now that an asset is to be determined with reference to the
size of a firm, placing us in something of a "catch 22" situation.
Notwithstanding the unnecessary complications Mueller intro-
duces with this point, that an answer to the apparent problem of
size and complexity closely parallels that discussed under the
heading "Stage of Economic Development" should be noted. To
reiterate briefly, he states that business entities everywhere make
similar decisions to buy and sell goods, own assets, and the like.
While there is no implication that every element in a decision will
be similar, a number of the elements will be. To the degree they
are, we regard the information needed for those decisions as within
the domain of accounting information. Insofar as they are not,
they are outside the domain of accounting. Thus, we establish
accounting information as a necessary but by no means total factor
in a decision process for all firms, large and small.
Speed of Business Innovations
Mueller further argues that practices such as engaging in business
combinations, stock distributions, and leasing of assets are found
in some countries and not in others. Therefore, countries in which
such practices exist require accounting standards not needed in
countries in which thev do not. However, this argument does not
really state anything against uniformity. After all, uniformity in-
volves similar treatment of common accounting items only. Inter-
national uniformity regarding items such as those previously men-
tioned would require similar treatment by the countries where a
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particular problem exists; there is no need to be concerned with
the countries which do not have the problem. In any case, the
phenomenon is not peculiar to the international context. In a
national situation also, not all companies lease assets, form com-
binations, or distribute stock dividends, and this in no way implies
that national accounting standards are unattainable.
(C) INSTITUTIONAL FACTORS
Degree of Legislative Interference
Mueller proposes that taxation statutes in some countries provide
that taxation allowances regarding certain items can be claimed
only if they are treated similarly in the company's financial state-
ments. He further argues that even though the accounting methods
implied by these requirements may not be adequate in terms of
factual representation of the company's performance and position
(since adoption or non-adoption of a method in financial statements
makes a difference in cash outflow), managements of some com-
panies tend to select the method which minimizes the tax liability
without regard to its accounting propriety. Mueller cites as examples
(1) the LIFO inventory method in the United States, which, in an
inflationary period, results in undervaluation of inventory in the
balance sheet, and (2) the Swedish inventory valuation procedures,
which are unduly conservative, distorting both the income and
inventory figures in the financial statements. In the latter case, a
deliberate understatement of inventory from the lower of cost or
market basis by 60 percent ordinarily and 70 percent in special
cases is permissible.^ These types of statutory requirements are
said to be a part of the accounting environment, and accounting
standards should properly vary between countries to accommodate
such peculiarities in legislation. Two aspects of these types of
legislative interferences should be considered: first, whether the
methods induced by them are desirable methods in view of the
common information needs of the parties at interest; and, second,
how far international standardization is possible given statutes of
this nature.
It has been argued that the desirability (soundness) of an ac-
counting method must be determined with reference to the quality
of information it yields, that is, whether it satisfies the quality of
serviceable information. If it does, it is no hindrance to the
' A. P. Amiess, "Developing Nations and Tax Oriented Accounting Principles —
The Swedish Model," International Journal of Accounting (Spring 1971), 94; and
Oldham, Accounting Systems, 161.
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development of international accounting standards since the method
itself will deserve consideration for international application. But
some legislative interferences may lead, or have already led, to the
creation of undesirable accounting practice. For example, LIFO
valuation of inventory does not satisfy the standard of relevance.
Since the balance sheet valuation of inventory will be in terms of
outdated prices in inflationary periods, this practice fails to comply
with the standard of comparability (intercompany) as inventory
may be represented in prices of different years. In this instance,
the standard of neutrality will also be impaired since the method
is selected to serve the interest of some parties and as such yields
potentially misleading information to all parties in general. It is
obvious that a method such as that for inventory valuation in
Sweden meets none of those criteria. Thus, our conclusion is that
the mere fact that an accounting practice was induced by a piece
of legislation does not make it a valid practice.
When unsound accounting practices are encouraged by some
statutory requirements, accountants have an obvious responsibility
to report to the authorities concerning the probable undesirable
consequences of, and inequities in, such legislation and, thus,
attempt to amend the legislation. As long as the laws remain
operative and management (and possibly shareholders and credi-
tors) wish to enjoy the financial benefits of such a law, something
must be done to supply reliable and relevant information in the
financial statements. A practical remedy could be to compute
amounts for items affected, following sound methods of accounting
(in terms of the previously mentioned cornerstone concepts of
solvency and profitability) and to supply such amounts in paren-
theses or in the notes to the accounts.
The establishment of international accounting standards can also
exert pressure to help free accounting practice from the constraints
of tax legislation. For example, Sweden, with other Scandinavian
countries, is considering bringing its accounting practices more
into harmony with those of the European Economic Community.'"
If that happens, the requirements of "true and fair" by the Fourth
Directive have the potential of freeing Swedish practice from
constraining tax legislation. Therefore, Sweden's membership on
the International Accounting Standards Committee will directly
discourage the practice in that country of creating secret reserves
and writing off inventory in an arbitrary manner."
'" Oldham, Acrounting Systems, 163.
" See paragraph 17 of IAS No. 2, Valuation and Presentation of Inventories in the
Context oj Historical Costs (1973).
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Presence of Specific Accounting Legislation
On this point Mueller argues that because the Companies Act or
equivalent statutes are binding, and since those laws are not the
same among countries, the accounting standards appropriate for
one country may not be so for another. But as far as accounting
standards are concerned, the law, in the majority of countries, does
not prescribe in detail. Instead, the broad quality of financial
statements, such as "fair" or "true and fair" representation, is
emphasized. This leaves considerable latitude to develop and select
accounting standards by referring to the user's needs and uses of
accounting information.
In a small number of countries, the forms and contents of
financial statements are prescribed by the relevant laws, such as in
France and Germanv. But in these countries, the provisions of the
laws are also changeable. In Germanv, company law was revised
in 1965 to bring it much closer to the U.K. and U.S. requirements,
and the French Plan Comptable was similarlv revised in 1976.'^
Again, these laws are under revision to make them be consistent
with the EEC Fourth Directive. It would seem that the institutional
differences cannot act as a permanent deterrent to the acceptance
of common accounting practices. The aim of any legislation in the
commercial arena should be to promote and safeguard the public.
This must also be the objective of proper accounting standards.
General Levels of Education and Tool Processes Facilitating Accounting
Under this heading, Mueller argues that "statistical methods in
accounting and auditing cannot be used successfullv where little
or no knowledge of statistics and mathematics exists. . . ."'^ This
returns us, however, to the argument used to counter Mueller's
first proposition regarding currency instability. Without considering
whether the degree of skill required bv Mueller (but nowhere
specified) actually exists, it cannot be too stronglv emphasized that
statistical methods should only help to perform the jobs dictated
by accounting and auditing standards. Thev are aids, determined
independently of the standards. Any discussion of diff^erences in
statistical ability and/or the availability of relevant data in various
countries does not impinge upon the development of accounting
standards. In fact, the reverse holds. Without some aim, here
defined as a set of "ideal" international accounting standards, the
differences in statistical ability and availabilitv of relevant data will
'^ See Oldham, Accoutititig Systems, 103-4.
'^ Mueller, International Accounting, 150.
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never be reconciled. On this interpretation. Mueller's suggestion
onlv makes the development of international accounting standards
more urgent.
Status of Professional Education and Organization
Under this heading, Mueller provides no specific argument to
explain \shv different accounting standards depend on the devel-
opment of accounting professionalism or the level of general
education as he contends. Rather, he asserts that when adopting
an accounting standard of foreign origin, the recipient countrv
should modify that standard to suit the local conditions. But in
view of the arguments presented here, the necessitv for doing so
is not apparent.
CONCLUSION
We have examined the environmental and institutional impedi-
ments suggested bv Mueller under three broad classifications. This
examination questioned Mueller's claims disputing the possibility
and usefulness of international accounting standards. In the case
of the first classification, namelv "The Broader Economic Envi-
ronment," the variation in these factors was shown generallv to be
irrelevant in the selection of an accounting method.
Further, the importance which Mueller ascribes to these factors
is based on a misunderstanding of the relationship between ac-
counting and the business environment. Mueller's arguments ap-
pear to be based on the premise that this relationship between
accounting and the business environment is a direct one. Consider,
as evidence of this, Mueller's comment:
Let us postulate for a moment that accounting principles generally
accepted in the United States were enforced in all countries of the world.
This would create international uniformity which would have some
intellectual appeal and would ease manv problems in international practice
and financial reporting. At the same time such uniformity would lack
meaning. We would have to assume that business conditions are the same
in all parts of the free world, and that the same stage of professional.
social and economic development has reached everywhere.'"*
.\lthough we cannot find fault with Mueller's observations that
business conditions are not identical in all countries: that the same
stage of professional, social, and economic development has not
been reached everywhere; and that a relationship between ac-
counting and the broader en\ironment exists; we question his
specification of this relationship as a direct one. This view ignores
'-* Mueller. "Accounting Practices." 97.
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the only link between accounting and the broader environment,
namely, the business entity. The function of accounting (the object
of financial statements) is to measure and communicate the financial
performance and position of specific business entities to share-
holders, creditors, and other interested parties. Since the environ-
mental conditions in a particular nation influence the financial
affairs of a firm, measures of financial performance and position
will automatically reflect the relevant environmental influences on
the business firm. Thus, the focus for accounting is the entity, not
its environment, and many of Mueller's arguments which fail to
account for this relationship are invalid.
Concerning the second classification, 'Teatures of Business Or-
ganizations," discussion of the various factors (size, complexity,
ownership, management caliber) was couched in the context of a
market economy. It was concluded that both national and inter-
national companies have a common interest in solvency and prof-
itability (and these are the cornerstone concepts of an accounting
system which provides necessary but by no means sufficient infor-
mation for economic decisions). Therefore, a report to interested
parties (shareholders, managers, creditors, employees, government)
may be designed to include the same elements in financial state-
ments (assets, liabilities, ownership, equity, profit) of all companies.
This applies regardless of the individual idiosyncrasies mentioned
by Mueller. Therefore, these statements do not require different
accounting standards. We qualify our conclusion, however, to
recognize that there may be some diff^erence in the extent but not
the nature of public disclosure of information for companies which
are privately as opposed to publicly owned. Regardless of this
qualification, there is no reason why the measurement methods
applied should diff^er within or among countries.
On the third classification, factors pertaining to institutional
differences, institutional and legal requirements were observed to
be insignificant when judging the soundness ofaccounting methods,
especially where common user needs are at variance with such
practices.'^ Logically, they may, of course, place obstacles in the
way of implementing internationally appropriate methods of ac-
counting. In view of the trend toward uniformity of regulation,
apparent in the case of member countries of the European Eco-
nomic Community, however, these barriers can be expected to be
'^ For empirical support of the proposition that there is a common set of user
needs, see Chambers, Design of Accounting Standards.
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progressively weakened. In the meantime, there is nothing to
prevent the presentation of information (in parenthetical form),
thereby enabling accurate assessments of solvency and profitability.
The very act will tend to indicate to regulators the importance of
such information.
American and Canadian Accounting Standard
Setting: A Comparative Analysis
ROBERT BLOOM*
This paper considers the nature and mechanism of the standard-
setting process in the United States and Canada and offers reasons
for differences between the two systems.
The Financial Accounting Standards Board (FASB) has been the
standard setter in the United States since 1973. Separate and
independent of all other business and professional organizations,'
it is a private organization responsible for formulating and revising
principles of financial accounting and reporting. These principles
or standards were formally recognized through Accounting Series
Release 1 50 in 1 973 as authoritative by the Securities and Exchange
Commission (SEC), which, since 1934, has had the statutory
authority to set accounting standards. The SEC is the government
agency with which publicly owned corporations are required to
file reports. For the most part, the SEC has delegated the standard-
setting role to the FASB and its predecessors."^ Publicly owned
* Robert Bloom is Professor of Accountancy at Concordia University, Montreal,
Canada.
This paper is based on an address presented at the Concordia University Sym-
posium on Standard Setting, Montreal, October, 1984.
' The FASB has its own staff of 125 and has issued eighty standards. Since 1977,
the American Institute of CPAs (AICPA) has not had veto power over the selection
of trustees, who in turn appoint the FASB members. While the AICPA did have
such veto power from 1973, when the FASB was created, until 1977, the AICPA
never exercised that power.
^ As the current chief accountant of the Securities and Exchange Commission has
observed: ".
. . it should be emphasized that the commission doesn't insist that
the board (FASB] adopt exactly the same standard that the commission would if
it was dealing with the issue. Rather, it considers whether the adopted standard
is within a range of solutions acceptable to the commissions. . . .'" A. C. Sampson,
"A Regulator's View of the FASB: The First 10 Years and After," Journal of
Accountancy (August 1983), 54.
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corporations are required to adhere to FASB standards lest the
SEC, which backs such standards, bar such companies from trading
their securities.''
ACCOUNTING PRINCIPLES BOARD
Prior to establishment of the FASB, standard setting in the United
States was conducted by the Accounting Principles Board (APB),
which represented an "arm" of the American Institute of Certified
Public Accountants (AICPA), the principal national organization
of CPAs in the United States.'* The APB was a part-time, unsalaried
body of eighteen to twenty-one members, each of whom had to
be a CPA. It functioned from 1959 to 1973.
FINANCIAL ACCOUNTING STANDARDS BOARD
In accordance with the 1972 recommendations of the Study Group
on Establishment of Accounting Principles (also known as the
Wheat Committee), the FASB was created as a private organization,
independent of the AICPA and all other organizations concerned
with financial accounting and reporting. The APB was part of the
AICPA; the FASB is not. The FASB has a much smaller membership
and considerable autonomy vis-a-vis the APB. Its funding comes
equally from contributions and publication sales. Of the contri-
' The primary role of the Securities and Exchange Commission (SEC) is to promote
full disclosure of material facts regarding securities offered in public sales. The
SEC sets disclosure standards for proxy solicitation, which serves as a mechanism
for regulating corporate disclosure. Under its integrated disclosure system, the
SEC has fostered improved financial reporting by simplifying disclosure require-
ments and encouraging a combination of SEC reports and annual financial reports.
The SEC oversees the work, of the FASB to such an extent that the FASB cannot
perform its functions without the SEC's implicit stamp of approval. If the SEC
becomes disenchanted with the FASB's performance in developing a standard on
a particular issue, the SEC will step into the standard-setting process and has done
so in the past on such issues as the investment tax credit, leasing, oil and gas
accounting, and inflation accounting.
• Prior to the APB, another body within the AICPA was responsible for formulating
accounting principles — the Committee on Accounting Procedure (CAP). It was
established in 1938 to narrow the alternative standards or policies management
could adopt in financial reporting, which was essentially the same charge that was
later given to the APB and FASB. Until its function was a.ssumed by the APB in
1959, CAP, which consisted entirely of CPAs mostly in public practice, produced
a wide range of accounting research bulletins, fifty-one in total. CAP pronounce-
ments were to be followed based on general acceptance. CAP was superseded by
the APB, which was supported by a research staff. Under the APB, research
studies were conducted on various issues prior to issuance of opinions or standards.
Moreover, in 1964, the AICPA formally required its members to adhere to APB
opinions in external financial reports and to report any deviations from such
opinions and the underlying rationale for such deviations.
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butions, 60 percent are from industry, 40 percent from public
accounting.
The FASB has seven full-time members.^ While none of them is
currently required to be a CPA, five of seven are. Three members
came to the FASB directly from public accounting. While their
backgrounds vary, all are knowledgeable in accounting and business
matters. Upon joining the FASB, each member must completely
terminate employment in other organizations in order to be
considered independent in appearance as well as in fact. The FASB
members are selected by the Financial Accounting Foundation,
which in turn is composed of members from a number of sponsoring
organizations concerned with corporate financial reporting and
government accounting. The foundation elects a board of fifteen
trustees, twelve for the FASB and three for the new Governmental
Accounting Standards Board (GASB). The trustees serve three-
year terms and are customarily reappointed for another term. The
trustees have the responsibility to appoint members to the FASB,
the GASB, and their individual advisory councils, as well as to
finance the operations of both boards. The FASB Advisory Council
has forty members appointed annually and customarily reappointed
only once, reflecting a diverse mix of parties concerned with the
scope and quality of financial reporting. The council consults with
the board on such matters as project priorities and task force
selection — all with a view to serving as a link to the board's
constituents.
DIFFERENCES BETWEEN AMERICAN AND CANADIAN STANDARD SETTING
While the AICPA is no longer the standard-setting body in the
United States, the Canadian Institute of Chartered Accountants
(CICA) remains as such in Canada. Companies incorporated under
the Canada Business Corporations Act (1975) or under certain
provincial corporations acts are required to adhere to CICA
recommendations in financial reporting. Moreover, the Canadian
provincial securities commissions issue national policy statements
calling for compliance with CICA recommendations. Companies
whose securities are publicly traded are required by their provincial
securities commission to follow the CICA Handbook.
Whereas the FASB is an independent standard-setting body, the
Accounting Standards Committee (AcSC) is an arm of the CICA.
While the FASB's 1985 budget is $10 million, the AcSC's is
^ The FASB chairman earns $225,000 a year; each of" the other six members,
$200,000.
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approximately $500,000 (U.S.). The FASB approach to standard
setting may well be too costly for Canada to adopt.
Organized since 1967 by geographic section — eastern, central,
and western — to expedite work throughout the country, the
AcSC — which has been separated from the CICA Auditing Stan-
dards Committee (AuSC) since 1973 — has many striking similar-
ities with the defunct APB. The AcSC consists of twenty-two part-
time, unpaid members who are employed by other organizations.^
It has many of the same characteristics as the APB had. Both the
AcSC and APB have consisted of some twenty part-time, unpaid
volunteers, who may well have been independent in fact, but have
not been independent in appearance. Both boards have had heavy,
full-time workloads handled by part-time members. In fact, these
characteristics served in large part to "undo" the APB. One must
wonder how the AcSC can prevail under similar conditions that
undermined the APB. What is suitable in Canada, however, in the
realm of standard setting may well be unsuitable in the United
States and vice versa, for the two countries have different cultures
and traditions.
While all members of the APB were required to be CPAs, only
two-thirds of the AcSC members must be chartered accountants.
No member of FASB is currently required to be a CPA, although
most are (five of seven), whether or not they were previously
engaged in public practice. Each member of the FASB and AcSC
is an accountant of some sort, even the token financial analysts
present in both bodies. One must wonder why both standard-
setting bodies do not broaden their membership to include non-
accountants. Surely, non-accountants are interested in the scope
and quality of financial reporting, and in fact, non-accountants do
serve on the advisory councils of both the FASB and AcSC.
Moreover, to the extent that the standard-setting bodies engage
in policy decision making, no insurmountable problems to having
^ "Subject to the approval of the Board of Governors, Committee members
appointed by the institute will be invited to serve by the Chairman of the Committee
after he and the General Director of Research have agreed on those to be asked.
Half of the Committee members will be in public practice. Up to six Committee
members will be appointed, after consultation with the Chairman and the General
Director of Research, by other organizations such as: The Canadian Council of
Financial Analysts; the Financial Executives Institute Canada; . . . and the Society
of Management Accountants of Canada. Committee appointments will be arranged
so that there will be an orderly rotation of new members each year with
approximately one-third of the Committee's members changed annually." CICA
Handbook, "Accounting Recommendations" (December 1983), 11. The Canadian
Certified General Accountants Association no longer recommends any of its
members to the AcSC.
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at least one non-accounting-oriented member serving on each
body should be presented.
With respect to the vote required to pass standards, at least two-
thirds of AcSC members must agree to do so. The same applied
to the APB. It is often difficult to achieve a two-thirds vote, so
significant compromises must be made. Only a majority vote of
the FASB members (four of seven) is needed to pass a standard.
The CICA has an Accounting Standards Steering Committee,
consisting of the AcSC chairman, the chairman of each regional
working section, the CICA general research director, and its
accounting standards director. The Steering Committee establishes
"guidelines" based on a two-thirds vote of its members for dealing
with emerging problems, interprets existing recommendations, and
publishes material explaining existing Handbook statements. Perhaps
the FASB should have a similar steering committee.^ Additionally,
since 1974, a broadly diversified Accounting Research Advisory
Board (ARAB) consisting of twenty members, mainly non-accoun-
tants (including attorneys and educators), each serving a one-year
term, has existed in Canada. ARAB meets twice a year. Similarly,
the FASB has an Advisory Council of forty members, representing
a diversified mix of preparers, auditors, and users of financial
reports, which, among other things, suggests topics and priorities
for the FASB. The FASB Advisory Council meets quarterly.
The term for FASB members is five years with one possible
renewal, which appears to the author to be too long.^ AcSC
members serve a three-year term, with one renewal allowed for a
committee member who becomes a chairperson of a working
section and later of the AcSC. The term of office for the AcSC
chairperson is one year; for each section chairperson, two years.
The AcSC term of three years, which seems to be more reasonable
than the FASB term of five years, is presumably intended to foster
stability, yet also to promote change.
All meetings of the FASB, as well as the Financial Accounting
' A counterpart of sorts in the United States to the Accounting Standards Steering
Committee in Canada is the AICPA's Accounting Standards Executive Committee
(AcSEC). It issues statements of position (SOPs), which are advisory in nature and
lack official status. Such statements deal with current issues and are for the
guidance of AICPA members. There is also the recently constituted FASB's "New
Emerging Issues" Task Force, composed mainly of public accountants, which
identifies and screens developing issues.
* This term of office was specified in the Wheat Committee Report, calling for
the establishment of the FASB. See Establishing Financial Accounting Standards:
Report of the Study Group on Establishment ofAccounting Principles (New York: AICPA,
1972).
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Foundation and the Financial Accounting Standards Advisory
Council, are open to the public, while the AcSC holds no open
meetings whatsoever. Nor does the AcSC hold any public hearings.
Even the APB in the twilight of its reign felt pressured to hold
public hearings — in 197 1 , on marketable equity securities, leasing,
and oil and gas accounting. The AcSC conducts its operations
under a veil of secrecy, which may well be an acceptable practice
in Canada. To the extent that "economic consequences" (the
impact of accounting standards on the behavior of users and
preparers of financial reports) are important to consider in standard
setting, which will be discussed later in the paper, "openness" on
the part of the AcSC would be desirable.
The FASB circulates its discussion memorandums and exposure
drafts to interested parties on its mailing list, soliciting letters of
comment at both stages. The FASB sends only form letters to
authors of comment letters that it has received (on discussion
memorandums and exposure drafts), whereas the CICA periodically
publishes in the CA Magazine an analysis of the reasons for its
standards and, in so doing, indicates the main positions taken by
the respondents to the exposure drafts. Neither the FASB nor the
AcSC publishes its exposure drafts in its principal practitioner-
oriented journal — the Journal of Accountancy or CA Magazine,
respectively — preferring to mail the exposure drafts to interested
parties to maximize the number of responses. The AcSC circulates
only its exposure drafts to solicit letters of comment; it does not
distribute discussion memorandums to the public. Both the FASB
and AcSC allow the public to inspect letters of comment.
The FASB indicates in each statement of accounting standard
the number of board members who voted in favor of the standard,
as well as the names of the members who dissented from the
standard and their reason(s). The AcSC does not do that, apparently
to avoid giving excessive weight to dissenting viewpoints.^ However,
both standard setters discuss the alternatives and consider the
rationale for each alternative in their analyses of the standards.
As for the steps in the standard-setting process in Canada, the
Accounting Standards Steering Committee allocates projects to the
three sections. Sections to which particular topics are assigned
outline problems, propose solutions, and write on various subjects.
For each project, the section prepares a "statement of principles"
dealing with the issues, alternatives, and the reasoning for each
^ See "Reorganization of the Institute's Activities," Canadian Chartered Accountant
(March 1968).
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alternative. The statement of principles is then sent to the AcSC
associates for response. Each AcSC member is entitled to seek
advice from twenty to twenty-five confidential associates. Such
associates are carefully selected by each AcSC member and may
well be, for example, fellow partners in accounting firms, which
may raise questions about the independence of AcSC members.
After the entire committee agrees to the principles, a draft
recommendation is prepared by the initiating section; if two-thirds
of the committee consent, an exposure draft, which is distributed
upon request to interested parties, is prepared. Comments on the
exposure drafts are accepted and reviewed. The comments tend
to come from large corporations and major accounting firms.
Changes may conceivably be made in the exposure drafts in light
of the comments received from respondents. In some cases, the
AcSC may decide after examining the letters of comment that
significant changes are necessary in the exposure draft and may
well issue a re-exposure draft prior to formulating a standard.
Should a re-exposure draft be prepared, it is circulated before the
formal standard is developed.
One must wonder why the AcSC does not rely more heavily on
external task forces a la the FASB to expedite the standard-setting
processs'° and why the AcSC does not circulate discussion mem-
orandums or pre-exposure drafts to the public.
The FASB has developed a conceptual framework or constitution
of financial accounting and reporting (that is, the objectives,
qualitative attributes, and elements) to provide a foundation for
formulating accounting standards and to enhance public confidence
in the standard-setting process. The AcSC has no such framework
of its own" and does not rely upon such a framework in the
process of formulating accounting standards.'^ Neither did the
APB in the United States have a conceptual framework. Canadian
standard setting deals with each issue on an ad hoc basis, apparently
'" It should be em[)hasized that there are three external task forces currently
working on pensions, not-for-profit, and oil and gas accounting, and reporting to
the full AcSC, not to individual sections of the committee. The 1981 CICA Report
oj the Special Committee on Standard Settinfr, which was chaired by Morley Carscallen,
a Coopers 8c Lybrand partner, recommended the use of external task forces to
alleviate the workload of AcSC members.
" The CICA conceptual framework project has been in a state of suspended
animation ever since the issuance of the report prepared by Edward Stamp,
Corporate Reporting: Its Future Evolution (Toronto: CICA, 1980).
'^ John Waterhouse, "A Descriptive Analysis of Selected Aspects of the Canadian
Accounting Standard Setting Process," Research to Support Standard Setting in
Financial Accounting: A Canadian Perspective, ed. S. Basu and J. A. Milburn (Toronto:
Clarkson Gordon Foundation, Canada, 1982).
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using a "crisis-by-crisis," "fire-extinguishment"" approach, reminis-
cent of the APB's method of operation.
The FASB"s deliberations are significantly influenced bv the
perceived economic and political consequences of proposed stan-
dards.'^^ Little concern for economic and political consequences on
the part of AcSC members appears to exist, according to Water-
house's study. In all fairness, however, Waterhouse conducted his
studv in 1 980, so perhaps the current AcSC members, if interviewed
todav, would be more concerned as to the economic and political
impact of standard setting. The APB's inabilitv to deal with
economic and political consequences is thought bv manv to have
led to its downfall.
Emphasis seems to be on the professional judgment and expe-
rience of the AcSC members in Canadian standard setting. The
AcSC members appear to stress "economic reality" in the process
of formulating standards. However, the AcSC's work, like the
FASB's, is clearlv political in view of the fact that different interest
groups "lobbv"" for different versions of proposed standards.'^
The AcSC has relied essentialh on the research of other standard-
setting bodies, especiallv that of the FASB, to the extent it is
concerned with research, although the CICA does undertake a
limited number of fact-finding, empirical studies to determine how-
firms account for various items and the extent of their compliance
with CICA standards, and the CICA sponsors a limited number
of academic research studies pertaining to issues and controversies
in financial reporting.
'^ See Financial .\ccounting Foundation Structure Committee, "Structure of
Establishing Financial Accounting Standards" (Stamford, Conn.: FASB, 1977).
The F.A.SB has responded to the issue of economic and political consequences by
establishing "due process" procedures, creating an atmosphere of openness in the
standard-setting process. Furthermore, the FASB has commissioned several re-
search studies on the economic impact of such standards as leasing, foreign
currency translation, and inflation accounting.
'' In fact, economic and political consequences ensued subsequent to the issuance
by the CICA of accounting recommendations for leases (1978), foreign currency
translation (1979), and a draft guideline for petroleum incentives program (PIP)
grants (1981). Perhaps there are several reasons for the lack of emphasis by the
AcSC on economic and political consequences: (1) the AcSC wishes to maintain
a sense of autonomy and insulate itself from political pressures and lobbvists: (2)
Canadians, as opposed to .\mericans, have been less inclined to act in an adversarial
manner: (3) Canadian standards are generally instituted some time after the
corresponding .American standards have been adopted, and the AcSC may con-
ceivably be averse to suspend a standard that has already been established in the
United States: and (4) a number of major Canadian companies are American
owned and adhere to U.S. G.-\.\P.
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The FASB, on the other hand, has a significant staff and a large
budget for conducting and funding research on particular issues.
The AcSC members, according to the Waterhouse studv, did not
express a compelling need for the AcSC to do much of its own
research in the process of setting standards. In fact, the AcSC
members in the Waterhouse studv did not appear to be concerned
about research output, for thev asserted that economic reality,
experience, and logic are the bases thev use in setting the stan-
dards.'^
CONCLUSION
It might well be asserted that professional accountants and other
business people, including the principal users of financial reports,
are in a better position than the government to formulate account-
ing standards with a view to satisfying the presumed users" needs. '^
The Financial Accounting Standards Board was established based
partly on that rationale. Recently, dissatisfaction with the FASB
has been mounting from various sources to the point of ominous
talk about transferring the FASB"s function to a governmental
agency.'" It can be asserted, however, that governmental standard
setting is really nothing new in the United States. Standard setting
is in essence a joint private-public endeavor between the FASB and
the SEC, with the latter looking over the former's shoulders. There
has also been some wishful thinking that the standard-setting
function might be returned to the AICPA,'® which would be
analogous to the Canadian mechanism.
The FASB has been accused bv some of being slow to act on
important issues and bv others of issuing unnecessary and expensive
standards. While a change may conceivably be needed in the long
term, how significant a change remains to be seen. The question
is whether either of the foregoing alternatives — a governmental
or professional standard-setting body — among other alternatives
would represent an improvement. Returning the standard-setting
mechanism to the AICPA could be a return to the days of the
'* Waterhouse, "Canadian .-Kccounting Standard Setting Process.""
'^ See .Appendix.
'' See L. Berton, "F.\SB, Which Decides .\ccounting Questions Sparks Much
Criticism," Wall Street Journal (30 .\pril 1984), 1. 8.
'* See A. R. Wyatt, "The .\ccounting Rule-Making Controversy," in Annual
Accounting Rniru. vol. 4, ed. S. Weinstein and M. Walker (Chur, Switzerland:
Harwood Academic Publishers, 1982).
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APB. While a similar approach functions in Canada, we must
remember that American and Canadian cultures are different.'^
The process of standard setting in Canada could be improved
significantly, apart from any major alteration in the current struc-
ture, through (1) "opening up" the standard-setting process to the
public, by circulating discussion memorandums on proposed stan-
dards and conducting public hearings; (2) placing more emphasis
on research to be used in the process of formulating the standards;
and (3) giving explicit emphasis to the perceived economic and
political consequences of proposed standards. Abolishing the AcSC
and simply adopting FASB standards on a wholesale basis in Canada
is unequivocally not the course of action to take. Canada is a
unique country, and it should have its own standard-setting body
and its own standards.
'^ Stamp observes several political, economic, and social differences between the
two countries, including:
(1) Canada's parliamentary process is based on the British approach;
(2) Canadians are less likely to lodge lawsuits to solve their problems than
Americans;
(3) Canada is more a welfare state than is the United States;
(4) There is greater emphasis on publicly owned corporations in Canada;
(5) CICA standards are supported not only by the federal government but also
by various provincial securities commissions;
(6) Many chief financial executives in Canadian organizations are chartered
accountants.
See Edward Stamp, "Accounting Standard Setting: A New Beginning. Evolution
Not Revolution," CA Magazine (September 1980), 38-43.
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APPENDIX
With regard to governmental standard setting, it would probably have
two key shortcomings, as Thomas observes:
• Because its members would be keenly aware that they would be writing law —
intended to be applied equally to all those affected by it — a government body
would inevitably end up detailing how the law was to be applied and interpreted;
each new breach of the law, or difference in interpretation, would result in a
spate of new, and even more detailed, rules and regulations designed to
circumvent the breach or clarify the interpretation. Income tax law is a good
example of this process.
9 Government employees, through whom the laws would be administered, would
lack practical experience in the application of the standards; they could, on
occasion, be subject to political pressures and therefore lack objectivity; and,
by being insulated from the business and professional worlds they are regulating,
they could be accused of lacking either or both sensitivity and timeliness.'
Additionally, a former SEC Commissioner has maintained:
The kind of careful, exhaustive and fundamental approach to providing a basic
foundation for the standard-setting process, involving the commitment of very
substantial resources and the collaboration and involvement of a great many
talented persons, is one which would be difficult to duplicate in a government
agency. Such an agency might well be concerned, as the SEC often is, with a
great many other important issues, and it would be under pressure to produce
results quickly while operating within a rather modest budget.^
' R. D. Thomas, ed., "Research: Establishing Accounting and Auditing Standards," C.A.
Magazine (December 1976), 55.
^ R A. Loomis, Jr., "The Standards Setting Process and Its Economic Impact" (Paper presented
at FASB Economic Consequences Conference, Rye, New York, March 1978), 5.

Cost and Management Accounting Practices in
New Zealand
JACK C. BAILES and GRAEME M. McNALLY*
This article reports the findings of a survey which collected
information from 62 percent of the publicly listed manufacturing
companies in New Zealand. A small (3 million population) but
developed English-speaking country, New Zealand has been dom-
inated by its agricultural activities and the export of products from
the sheep and dairy industries. Its business and educational envi-
ronments may be characterized as follows:
1. It recently experienced considerable expansion of secondary
industries but with relatively small industrial units. The companies
in this survey have total assets from less than $2 million to more
than $200 million, with only 48 percent exceeding $15 million in
total assets.
2. Its financial accounting standards are very similar to those of
the United States.
3. It offers formal education in accounting, including cost and
management accounting. Similar to that of the United States, its
educational system is concentrated in the universities, usually as
part of a three- or four-year undergraduate degree in commerce/
business or management. During the last two decades, the use of
U.S. texts for cost and management accounting courses has become
common.
On balance, N.Z. companies included in this survey are similar
to the smaller and medium-sized manufacturing companies in the
* Jack C. Bailes is Associate Professor of Accounting, Oregon State University.
Graeme M. McNally is Senior Lecturer in Accounting, University of Canterbury,
New Zealand.
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United States. The survey covered four areas of cost and man-
agement accounting where the N.Z. companies appear to face the
same types of problems and alternatives as U.S. companies. These
are (1) product costing; (2) <^>eTating budget plans and reports;
(3) kMig-range/strategic plans and capital budgeting; and (4) other
managemqit accounting/decisk)a-making techniques. The results
ofthis survey provide an example ofthe international transferability
and litiKyarion of cost and management accounting techniques and
practices.
PRODUCT COSTMG
Companies were asked to spedff the type of product cost system
they used primarily, and to state their methods of^3plying material,
labor, and manufacturing overhead to products. Exhibit 1 smn-
marizes information as to companies using a process or ajob-order
cost system and the cost-flow assumption for assigning raw material
cost to products. In total, process costing was reported b^- 60
percentofre^xMidents, andjob order costing by 40 percer.: FIFO
was the most firequently used cost flow assumption for ai ; ^
raw material cost (43 percent), followed by standard C' _ -
percent) and weighted average (20 percent).'
Actual costs for raw materials were applied by 68 percent of
conqianies uang a job order system and by 73 percent of those
using a process cost system. Standard costs were used by 32 peixrent
and 27 percent, reflectively. Although it is generally assumed that
process costing ^ujhtates standard costs, the lower level ofadoption
may be due to the diveraty of products produced bv manv X.Z.
companies and their relatively short production run s B
Exhibrt 1. Pr O'dU'Ct Costing Methods
'in D'ercentages)
Raw rr. i -' - : :. " fdiod Job order ; . - :, i :.
Lasi ir - - 4 . 6
2 20
29
2
Stanxb- 13
Other - : 2
rjk: to Its non-acxeptsuice for jN.Z.
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factors would increase the cost of developing and maintainina
standards. ®
For the control of materials and supplies inventory. 73 percent
of the companies utilized material requisitions for source docu-
ments, and 85 percent maintained a perpetual inventory All
companies took an annual, or more frequent, physical count of
material inventory. Companies using material requisitions were
twice as hkelv to report that they were ••alwavs- successful m
reconciling physical inventory with perpetual inventory recordsA predetermined overhead rate of product costing was used bx
60 percent of companies using process costing and 90 percent of
those using job order costing. This is an indication of the difficulty
of tracing actual overhead costs to a wide variety of specific jobs
OPERATING BUDGETS' PLANS AND REPORTS
Four aspects of operating budget plans and reports were considered'
(1) budget administration and management: (2) budget plans-
(3) budget reports: and (4) standard costs.
"
Budget Administration and Management
In administering budget systems. 57 percent of companies used abudget committee and 52 percent a budget manual or similar
guidelme. Both techniques were utilized bv 37 percent of respon-
dents, and 31 percent employed neither administrative tool In
this sample of companies, the larger companies relied more heavilv
on one or both of these tools.
A second important aspect of budget administration is the
participation of managers in the budget preparation. A question
on the participation of line or operating managers in budget setting
revealed that 91 percent of the companies involved line\iianaaer^
trom one or more levels of the organization. Althoucrh the survey
did not examine the tvpe or extent of participation, n did seek an
assessment of the impact of participation. Exhibit 2 indicates thedegree of influence that managers exert on the budget.
Budget Plans
Detailed information was collected on the types of budget plans
budget periods and subperiods. advance preparation time, and
frequency of revisions. Exhibit 3 sumnuiri/es the extent of prep-
aration for specific budgets and. w,th cuher data collected, it reveals
that:
1. More than 80 percent of these companies prepared budgets for
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Exhibit 2. Effectiveness of Manager Participation in Budget Preparation
Participation of line/ Percentage of
operating management companies
materially influences budget responding
Always 25
Frequently 51
Sometimes 17
Special cases 4
Never
No response 3
100
Exhibit 3. Preparation of Budget Plans
Percentage of total
respondent companies
Type of budget plan preparing budget plans
Sales 92
Production 86
Direct materials 80
Direct labor 82
Manufacturing overhead 82
Selling/Distribution expenses 85
Administration expenses 90
Research and development 45
Profit and loss 90
Balance sheet 56
Capital expenditure 88
Working capital 73
Inventory levels 63
Cash 90
total production, production costs, capital expenditure, and mar-
keting costs.
2. Financial position budgets were reported by only about 60
percent of the companies.
3. Larger companies prepare more types of budgets. Of the larger
companies (over $15 million of total assets), 65 percent reported
preparing at least thirteen of the fourteen budgets. For the medium-
sized companies ($4.1 to $15 million of total assets), only 42
percent prepared at least thirteen of the budgets and 1 8 percent
prepared fewer than nine of the budgets. Two-thirds of the smaller
companies prepared fewer than nine of the budgets.
4. The preparation of other budgets including repairs and main-
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tenance, manpower, export sales, forward orders, plant obsoles-
cence, return on investment, funding, and fixed manufacturing
costs was very limited with less than 20 percent of the respondents
preparing any one.
A question on the use of static or flexible concepts of budgets
revealed that fixed volume was assumed by 62 percent of respon-
dents, and only 38 percent reported that their budgets were
adaptable to changes in sales or production volume.
The time period covered by the budgets was very uniform across
the types of budgets and for the diff"erent respondents. A similar
but slightly less uniform pattern was also found for subperiods
within the full budget period.
For each budget leading to the summary profit and loss budget,
fewer than 8 percent of the respondents used a budget period
which was either less than or greater than twelve months. The
only significant exceptions to this were for the cash budget (17
percent prepared it for less than twelve months) and capital
expenditure budgets (18 percent prepared it for more than twelve
months).
For all types of budgets, the most commonly reported subperiod
was one month. Only the production budget had more than 10
percent of respondents using a budget subperiod of less than one
month. A subperiod longer than one month was observed for the
balance sheet (47 percent of respondents), capital expenditure (31
percent of respondents) and to a lesser extent for profit and loss,
research and development, working capital, and inventory levels.
Almost all of the budgets were prepared for four or fewer
months prior to the commencement of the budget period. The
sales budget was most frequently prepared three or four months
in advance, followed by production and direct cost budgets. Over-
head and non-manufacturing expense budgets were most likely to
be prepared one or two months in advance, and the cash budget
was most likely to be prepared one month in advance. This result
is consistent with the planning needs of those particular budgets.
Exhibit 4 summarizes the frequencies for budget reviews. Al-
though the majority of individual budgets conformed to a semi-
annual or monthly pattern of review, the latter was more common
than the former for four budgets: production, working capital,
inventory level, and cash. For the first three, monthly reviews were
only slightly more common than six-month reviews; however, for
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Exhibit 4. Frequency of Budget Review
Percentage response
Review period for ail budget types
1 month or less 28
3 montlis 10
6 months 30
12 months 15
As required 17
100
cash budgets, 48 percent reported a monthly review, 8 percent a
quarterly review, 19 percent a semiannual review, 6 percent an
annual review, and 19 percent reported "as required."
Budget Reports
This section of the survey considered the use of budgets for cost
control and performance evaluation. Of the companies preparing
a budget, 81 percent also prepared regular budget control reports.
Exhibit 5 summarizes additional details of practices for budget
control reports. Increased total asset size and budget report prac-
tices were associated with at least two practices: the frequency of
using budget reports and the separation of controllable from
noncontroUable items in the budget report.
Budget reports highlight the variances between plans and actual
operations, and the investigation of these variances is an important
aspect of cost control. The investigation of variances is costly,
however, and the management accounting system will be more
efficient if variance investigation is restricted to significant, con-
trollable variances. Exhibit 6 summarizes responses to a question
on the selection of variances for investigation. The majority of
respondents chose the open-ended response of "other" and am-
plified this by describing a subjective approach of investigating
"important" variances.
The preparation of specific types of budget reports is reported
in exhibit 7. The first column of percentages was based on the
total companies in the survey, while the second column of per-
centages relates the number of companies preparing budget reports
to the number that prepared the equivalent budget plan. For all
budget plans, at least 74 percent of the companies preparing the
plan also prepare the corresponding budget report.
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Exhibit 5. Analysis of Budget Reports
Percentage of companies
preparing regular budget
reports*
Monthly report periods
Current period comparison
Y-T-D comparison
Reports include variance
explanation
Always
Frequently
Sometimes
Other ^^
22
68
94
100
23
30
Report discussed with
responsible manager
Always
Frequently
Sometimes
Other
Reports separate controllable/
noncontrollable costs
100
38
42
18
2_
100
74
* ""'^ ''^^"""^"
'" '^'^ -'''e are based on .he ,o,a, co.pan.es p.epar.ng budge, repons.
Exhibit 6. Variances Selected for Investigation
Percentage response
for companies preparing
budget reports
All variances
Variances > $ limit
Variances > % limit
Other
22
3
6
69
100
Standard Costs and Variances
The use of one or more standard costs was reported by 54 percent
cost systems used by companies using standards. A high proportionof companies usmg standard costing used standards for both di cc
^Z7oZ r '''°"'' ''"" =• '''^" '"^J''"'^ also used standardcosts t r manufacturing overhead.
Several methods were reported for setting standard costs, and
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Exhibit 7. Preparation of Specific Budget Reports
Type of budget report
Percentage
of companies
preparing
Percentage of equivalent
total respondents budget plan
74 81
74 86
61 76
69 84
68 83
66 80
73 80
36 79
79 87
52 94
68 77
54 74
63 100
73 80
Sales
Production
Direct materials
Direct labor
Manufacturing overhead
Selling/Distribution expenses
Administration expenses
Research and development
Profit and loss
Balance sheets
Capital expenditures
Working capital
Inventory levels
Cash
most companies used more than one method. Historical records
were utilized by 81 percent of the companies. In addition, a
majority used engineering studies and/or sample runs for material
standards, and time and motion studies, method-time-measure-
ment, and/or sample runs for labor standards.
The material price variance was calculated at the time of material
purchases by only half of the companies, and the other half delayed
the calculation of the material price variance until the materials
were issued to production.
LONG-RANGE PLANNING AND CAPITAL BUDGETING
The use of long-range plans was reported by 54 percent of the
total respondents. The usage varied considerably with size, how-
ever, with 64 percent of larger companies (total assets in excess of
Sl5 million) reporting using long-range plans, compared with 59
percent of medium-sized companies (total assets between $4.1
million and $15 million), and 33 percent of smaller companies
(total assets less than $4 million).
The majority (61 percent) of companies used a five-year planning
period for their long-range plans. A three-year planning period
was used by 35 percent, while periods longer than five years, or
shorter than three years, were each reported by only 2 percent of
the companies.
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Exhibit 8. Analysis of Standard Cost Usage and Variances*
Dii
Standard Costs Used (100%)
1
cturing
1
ect Direct Manufa
materials labor overhead
Methods
93%
Engineering
93%
Time/Motion 48%
84%
of Setting
Standards
studies
Sample runs
Historical
52%
55%
MTM
Sample runs
Historical
38%
69%
record 81% records 79%
'
' 1
r
1'
Variances Total only 32% Total only 41% Total only 76%
Isolated Price 67% Rate 48% Two variances
Quantity 64% Efficiency rate 52% or more 24%
Price and and efficiency 17%
quantity 39%
Price variance isolatec at
Purchase 50%
Issue to
production 50%
* The percentages in this table are based on the companies using standard costs.
A wide variety of long-range plans was prepared. The most
frequently reported were those for cash, capital expenditure, sales,
and profit. All of these were prepared by more than 44 percent
of the total companies. Exhibit 9 provides additional data on the
percentage of all companies preparing specific long-range plans
and on the percentage of companies that prepared a specific long-
range plan when they had also prepared the equivalent operating
budget.
Capital budgeting is an important decision area associated with
long-range planning. Exhibit 10 summarizes the combinations of
capital budgeting techniques being used by companies in this survey.
The following observations may be made from exhibit 10 and
other information collected on capital budgeting techniques:
1. Only 43 percent of the respondents used net present value or
internal rate of return.
2. Accounting rate of return was used to some extent by 63 percent
of the companies.
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Exhibit 9. Preparation of Specific Long-Range Plans
Types of long-range plans prepared
Percentage
based on companies
Percentage preparing equiva-
based on total lent
respondi?nts operating budget
46 51
33 39
29 36
31 38
31 38
29 34
32 36
28 39
44 49
36 64
46 53
39 54
48 53
Sales
Production
Direct materials
Direct labor
Manufacturing overhead
Selling/distribution expenses
Administration expenses
Research and development
Profit and loss
Balance sheet
Capital expenditure
Working capital
Cash
Exhibit 10. Combinations of Capital Budgeting Techniques
Used by all Respondents
Percentage of total
Capital budgeting analysis techniques respondents
Accounting rate of return only 12
Payback only 15
Accounting rate of return and payback 23
Internal rate of return only 7
Net present value only 1
Accounting rate of return and one discounting method 8
Payback and one discounting method 7
Accounting rate of return, payback and one
discounting method 20
No method reported 7
100
3. Payback period was used by 65 percent of the companies.
4. Internal rate of return was used almost twice as frequently as
net present value.
5. Larger companies (total assets greater than $15 million) were
most likely to use discounted cash-flow analysis.
6. For all asset size groups, accounting rate of return and payback
were reported more frequently than either of the discounted cash-
flow methods.
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7. The smallest asset size group (less than $4 million of total assets)
used accounting rate of return most frequently, while for the other
asset size groups, payback was the most frequently used technique.
The final aspect of capital budgeting analysis to be considered
was the incorporation of risk adjustments into the decision-making
processes. The majority of companies reported that neither a
quantitative nor a nonquantitative risk adjustment was used in
their capital budgeting analysis. Of those which did use risk
adjustment, 33 percent used a quantitative adjustment, usually
requiring a higher profitability or a shorter payback period, and
29 percent used a subject nonquantitative adjustment.
OTHER MANAGEMENT ACCOUNTING TECHNIQUES
This survey also sought information on the use of some additional
techniques employed in management accounting and decision
making. Specifically, these techniques were for cost estimation,
cost-volume-profit analysis, direct costing, and operations research.
Cost estimation is required for budgeting, the evaluation of
actual performance, and for production and pricing decisions.
Exhibit 1 1 reports the use of different techniques for cost estimation
and identifies the following:
1
.
The most common technique was to utilize past results through
an examination of accounts. This was reported by 75 percent of
the respondents.
2. An engineering method, including the use of time and motion
analysis or methods-time-measurement, was reported by almost
half of the companies, including 74 percent of the larger companies
with total assets greater than $15 million.
3. The high-low method, visual curve fitting, and regression analysis
which use past data to generate a cost function through quantitative
or graphical analysis were reported by only 8 percent of the
respondents.
Exhibit 11. Cost Estimation Techniques
Percentage of all
respondents
Examination of accounts 75
Engineering methods 46
High-low method 4
Visual curve fitting 2
Regression analysis 2
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Direct costing and cost-volume-profit anahsis are useful tech-
niques for short-term pricing and production decisions. Cost-
volume-profit anahsis was reported bv 71 percent of all respon-
dents, and direct costing for decision making was reported bv 49
percent. Of those companies that did use direct costing, 39 percent
used it for pricing decisions, and 93 percent used it for other
short-run decisions.
Finallv. the questionnaire sought information on selected oper-
ations' research techniques. As summarized in exhibit 12, onlv
critical path anahsis is used b\" more than 25 percent of companies.
All other techniques had a low incidence of use.
SUMMARY
A sur\ev of publiclv listed X.Z. manufacturing companies was
conducted to determine their cost and management accounting
practices. Although New Zealand is much smaller than the United
States, its business and educational environment is similar to that
of the United States. Consequentlv. the companies in this survey-
face business problems and alternatives similar to those faced bv
medium- and smaller-sized U.S. manufacturers. The results of this
sur\e\ indicate that the cost and managerial accounting techniques
the N.Z. companies used to satisfv their internal accounting needs
were the same basic techniques familiar to U.S. managerial ac-
countants.
It would be useful to make some international comparisons of
the extent to which the particular cost and management accounting
techniques are used. This would provide information concerning
the practical international transferabilitv of cost and management
accounting practices. It would also pro\ide data for identifving
the cultural, economic, educational, and industrial factors that
influence the rate and extent of transferabilitv. Furthermore, such
a data base would be useful to international agencies, such as the
Organization of Economic Cooperation and De\elopment and the
Exhibit 12. Percentage Use of Operations' Research Techniques
Percentage of
Technique used all respondents
Critical path method 26
Simulation 15
Linear programming 12
Regression analysis 8
Queueing theorv I
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United Nations, concerned with implementation of economic tech-
niques that can impro%e the planning, allocation, and control of
resources in newlv industrialized countries. To achieve such an
international comparative data base, further comprehensive studies
such as this one should be conducted for the United States and
se\"eral other countries.

Is Historical Cost Accounting Possible during
Hyperinflation ?
JEFFREY L. CALLEN and JOSHUA LIVNAT*
Despite the great debate during the 1970s concerning accounting
for changing price levels and the double-digit inflation which
caused it, official accounting bodies in the United States never
acted to replace the traditional historical-cost accounting frame-
work with alternatives such as general price level or current-value
accounting. There were, of course, changes in reporting require-
ments prompted by inflation. SFAS No. 33 mandates inflation-
adjusted supplementary information, at least for large corpora-
tions.' Nevertheless, this information is supplementarv, whereas
the fundamental structure of the annual financial report is still
based on historical-cost accounting principles. Whether the reluc-
tance on the part of the profession to demand more radical changes
was due to the lack of consensus as to the appropriate capital
maintenance concept, as some have argued, because it was thought
that inflation could yet be a temporary historical phenomenon, or
because the potential costs of such change were too enormous is
difficult to determine. Perhaps all these factors contributed. Fbr
whatever reasons, no revolutionary changes in reporting principles
occurred during the double-digit inflationary period in the United
States.
The basic purpose of this paper is to examine the modifications
* Jeffrey L. Callen is Associate Professor, The Jerusalem School of Business
Administration, Hebrew University, and Erindale College. University of Toronto.
Joshua Livnat is \'isiting Associate Professor of Management at the Owen School
of Management, Vanderbilt University, and Lecturer at The Jerusalem School of
Business Administration, Hebrew University.
' Financial Accounting Standards Board, "Financial Reporting and Changing
Prices," Statement So. 23 (Stamford, Conn.: FASB. 1979).
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made to historical-cost accounting principles because of hyperin-
flation. Although (fortunately) the United States did not experience
hyperinflation, countries such as Israel, Brazil, and Argentina did.
What is important in the Israeli experience is that prior to her
hyperinflationary situation, Israeli generally accepted accounting
principles (GAAP) and common accounting practices followed
closely those of the United States. Like its U.S. counterpart, the
Israeli Institute of Certified Public Accountants (IICPA), which
promulgates accounting standards in Israel, now requires large
firms to provide some disclosure of price-level adjusted profits in
a footnote to the financial statements. Most crucially, the IICPA
did not and has not required a complete revamp of the historical-
cost accounting framework despite an inflation rate of over 190
percent per year. Nevertheless, some modifications to the tradi-
tional historical-cost model were made by either the IICPA or by
individual firms over the years as inflation intensified. Thus, the
Israeli case is worth investigating because it illuminates those areas
of conventional reporting where inflation has had the greatest
impact.
One may question the appropriateness of investigating the case
of a hyperinflation to determine the modifications needed in
moderate- and low-inflationary economies. However, such an in-
vestigation is conceptually equivalent to the common practice of
testing a new airplane by subjecting it to severe stresses — stresses
it would never be expected to endure under normal flying con-
ditions. Only by undergoing such testing are the strengths and
weaknesses of the airplane manifest.
The authors will now describe the adjustments to standard GAAP
made necessary by Israeli hyperinflation. Since these adjustments
generally allowed firms greater reporting latitude, the authors also
provide descriptive statistics concerning both the proportion of
Israeli firms which adopted these adjustments in practice and also
the effect of such adjustments on financial statements. Although
no general claims as to the optimalitv of the ICCPAs adjustments
to standard GAAP are made, the authors argue that the benefits
of each adjustment appear to outweigh the costs, especially when
the firms initiated the adjustments. The authors shall also argue
that the Israeli experience indicates that there is an alternative
response to revamping completely the existing reporting structure
because of inflation. This alternative response, perhaps more than
any other potential response, demonstrates the strengths and
weaknesses of the historical-cost model. In particular, the Israeli
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response is useful in evaluating whether the Financial Accounting
Standards Board (FASB) was correct in requiring supplementary
information of inventories, fixed assets, cost of goods sold, and
depreciation only, without extending it to other accounting items.
The next section describes the type of adjustments made in
Israel to the standard historical-cost accounting model.
REVALUATION OF FIXED ASSETS
In hyperinflationary economy, the gap between the historical cost
of a fixed asset and its market value can become quite significant
within a short period of time. Even items such as automobiles and
equipment with a relatively short lifetime become severely under-
valued in the balance sheet. Because of this, Israeli firms will at
times revalue fixed assets in the balance sheet. The usual procedure
is to obtain an independent appraisal of the asset value from an
expert appraiser. The difference between the market value of the
fixed assets and their book value is debited to the asset account.
This increases future depreciation expense on the books, but the
increased depreciation is not recognized by the tax authorities for
income tax purposes. Therefore, the credit to the revaluation is
partially to stockholders' equity and partially to deferred taxes.
For example, if the tax rate is 60 percent and the revaluation of
fixed assets is 200,000, the revaluation is recorded as
Fixed assets 200,000
Deferred taxes 120,000
Shareholders' equity 80,000
It should be emphasized that the IICPA has not mandated
revaluations but has not restricted them, either. Since the reval-
uation procedure is actually quite expensive, most Israeli firms
find it advantageous to revalue their fixed assets only prior to
issuing stock. There are two major reasons for this. First, to
facilitate selling the shares, the firm is pressured to provide data
which give the potential stockholder the information to compare
the issue price with the exit value of the assets to which the share
entitles the holder. Second, the proportion of existing shareholder
equity prior to issuance is much smaller in the absence of a
revaluation because it is derived using historical-cost principles.
Thus, if existing shareholders wish to issue a large number of new
shares and are to retain the same proportion of the equity held
before issuance, revaluation is necessary.
To see how prevalent revaluations are prior to issuing stock,
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data were collected on a random sample of thirty-three firms which
went public in Israel between May and November 1982. Of these,
eighteen firms revalued their fixed assets. Of the remaining fifteen,
four were computer software firms with little fixed assets to revalue.
Therefore, a large proportion of Israeli firms which go public
revalued their fixed assets. Exhibit 1 provides some interesting
data of those firms which revalued their assets.
As the exhibit indicates, firms increased their fixed assets values
approximately tenfold on the average because of the revaluation
process. Furthermore, the revaluation increased total assets by a
material amount. The exhibit reveals that revaluation accounts for
approximately 50 percent of total assets (after the revaluation).
Thus, the book value of the firm after the revaluation doubled on
the average, presumably making the firm more desirable to po-
tential investors. Of course, whether the revaluation has any real
impact on market valuation or whether it is simply window-dressing
is an empirical question. Stickney, for example, has documented
such window-dressing behavior for U.S. firms going public.^
Exhibit 1.
Percentage increase of Percentage of the
fixed assets due revaluation to total
Firm to revaluation assets
Haman 490 53
Andin 1,346 53
Shahaf 920 61
Hilan 413 90
Octagon 360 27
Arazim 405 52
Data Michum 358 57
Pargod 3,400 80
Atlas 1,946 59
Asis 296 28
Yahalom 6,647 85
Mif 186 7
Sunfrost 124 49
Shladot 774 52
Sano 88 28
Alumit 1,600 72
Vitalgo 21,303 45
Ayit 48 1
Average 2,207 50
Average without No. 17 1,084
^ Clyde P. Stickney, "Window-Dressing the Interim Earnings Report: An Empirical
Assessment for Firms Going Public," yoMr«a/ of Business (January 1975), 87-97.
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VALUING INVENTORIES BY THE GROSS MARGIN METHOD
In hyperinflationary economy, the need for some adjustment to
historical inventory value seems evident. One method prevalent
among Israeli industrial firms is to value finished goods inventory
by selling price less normal profit. This method approximates
current replacement cost if the profit rate is stable. In fact, this
method provides a more current inventory cost than would FIFO,
especially if the inventory turnover is not too great. While the
gross margin method is not permitted in the United States in
annual financial statements, it is permitted by Accounting Principles
Board Opinion No. 28^ for interim financial statements. In Israel,
it is used both in interim and annual reports because of hyperin-
flation. Interestingly, in this area, as in revaluations, the firms
themselves rather than the IICPA led in modifying the standard
historical-cost approach.
To obtain some idea as to the pervasiveness of this inventory
valuation method among Israeli firms, we examined all Israeli
industrial firms which issued securities in the period January 1,
1982, through March 31, 1983. Of forty-four such firms, twenty
used the gross margin method to value their inventories. This was
a different sample from the one cited in the previous section since
it consisted of industrial firms only.
CAPITALIZATION OF FINANCING EXPENSES
One of the principles underlying traditional accounting is the
separation of an asset's cost from the cost of financing the purchase.
Thus, for example, if an asset is acquired by issuing long-term
notes to the seller, the asset cost for balance-sheet purposes is
determined by the present value of these notes. Opinion No. 2
1
of the APB^ requires the firm to distinguish between two trans-
actions, the purchase of the asset and its financing.
When an asset is purchased using short-term credit by the
supplier, the question arises as to whether the cost of the credit
should be charged to income as a financing expense or be included
in the asset cost. From a theoretical point of view, of course, it
should be excluded from the asset cost and charged to income.
However, as a short-term credit, its inclusion in the asset cost does
not normally change the cost of the asset materially. Hence, for
^American Institute of Certified Public Accountants, "Interim Financial Report-
ing," APB Opinion No. 28 (New York: AICPA, 1973).
** American Institute of Certified Public Accountants, "Interest as Receivables and
Payables," APB Opinion No. 21 (New York: AICPA, 1971).
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practical considerations, short-term financing expenses are gener-
ally included in the United States in the asset cost. Suppose,
however, that the firm operates in a hyperinflationary economy
and that it uses short-term credit to finance its purchases. Inevitably,
the credit will be linked either to a foreign currency or to the
Consumer Price Index (CPI). Since the effect of say three months'
credit can become more than 25 percent of the asset cost because
of the linkage, it seems reasonable to exclude the cost of financing
from the asset cost and charge it to income in spite of the credit
being short-term in nature.
The IICPA issued a pronouncement on the subject of financing
expenses (and revenues) resulting from loans denominated in a
foreign currency or linked to the CPI. The IICPA requires firms
to include such financing expenses in income in the period in
which they were created. The IICPA provided, however, one
exclusion to this rule: when a firm uses short-term financing
denominated in foreign currency (for example, foreign supplier's
credit) to purchase an asset, the financing charges are capitalized
and included in the asset cost. Thus, firms that use short-term
financing to purchase assets may increase the value of these assets
by capitalizing the financing expenses. As a side benefit, the firm
increases current reported earnings since the financing expenses
are not charged to income.
To find the number of firms that conformed to this pronounce-
ment, the random sample of thirty-three firms that issued stock
for the first time in the period May to November 1982 was
examined. Eight firms had capitalized financing expenses as part
of the inventory and fixed asset costs. Given the negative implication
for tax purposes, as the expenses claimed on the tax return are
reduced, we feel that this is a substantial proportion. To compare
this proportion to a benchmark, we can use the number of U.S.
firms that capitalized interest cost during construction prior to the
1974 moratorium declared by the Securities Exchange Commis-
sion. The 1973 Accounting Trends and Techniques reports that 34
firms of 600 sampled capitalized interest cost during construction.
One should note that U.S. firms may claim the expense for tax
purposes but capitalize it in the financial report, a practice not
acceptable in Israel.
RECOGNIZING UNREALIZED REVENUES
One of the principles of the historical-cost accounting system is
the realization principle. Under this principle, revenues are not
included in income until they are realized. For example, when a
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firm invests excess cash in marketable equity securities that sub-
sequently appreciate in value, no gains are reported in the income
statement until the firm liquidates the investment. In hyperinfla-
tionary economies, however, reporting the investment at cost rather
than at market value leads to a gross understatement of the
investment, especially if the investment retains its real value, that
is, appreciates in nominal terms at the same rate as the inflation
rate.
In Israel, most corporate sector and government bonds are
linked to the CPI. This raises the problem of the proposed method
to account for the appreciation in the value of bonds because of
increases in the price index. The IICPA decided that since the
CPI is not expected to decline in the foreseeable future, such
appreciation can be recognized as income. Thus, firms record the
appreciation in value as an increase (debit) to the investment
account and as a corresponding credit to income. In the sample
of thirty-three firms previously described, the average increase in
investment value due to appreciation is approximately tenfold,
although it should be emphasized that investment usually accounts
for less than 10 percent of total assets. Thus, the understatement
of the asset is substantive, although the effect on total asset is not
material for most firms.
This practice, which essentially violates the conservatism prin-
ciple, can produce abnormal results in extreme cases. For example,
a supermarket chain that raises equity for eventual expansion of
its chain may invest the proceeds in government-linked bonds. In
this way, the firm maintains the real value of the equity by investing
in the CPI. The investment is liquidated as payments are made to
the builders. Since the appreciation in value of these loans is
recorded as income and since a supermarket chain operates on a
very low margin, the income due to operations may be substantially
less than the income from financial investments. In one particular
case, the ratio was four to one. This, of course, would not occur
in a strict historical-cost system which would only recognize the
gain when the investment is liquidated.
THE IMPLICATIONS TO MODERATE- AND LOW-INFLATIONARY ECONOMIES
The four departures from the historical-cost system described
earlier dealt with three sensitive balance sheet areas: inventories,
fixed assets, and investment in bonds. The common denominator
of these deviations is that they all increase the recorded value of
the assets on the balance sheet. The fixed assets of firms increase
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by the revaluation of such assets and by the capitalization of short-
term financing expenses. The inventory-carrying amount is larger
if one uses the gross margin method for finished goods or when
one capitalizes certain financing cost in inventories. Similarly, bonds
are writen up if one recognizes the appreciation in their market
value due to inflation. Thus, these methods lead to greater balance
sheet valuations than would have been recognized if strict adher-
ence to a historical-cost system was required.
These areas seem to have been selected for change (whether on
the part of the IICPA or the firms themselves) because of three
major reasons:
1. The gap between the historical-cost valuation of these items
and their current market value is greater than for many other
items, particularly assets with high turnover or more liquid assets,
such as receivables or prepaid expenses which are denominated in
monetary terms;
2. These assets constitute a large proportion of the total assets of
firms. For many firms, inventories and fixed assets exceed 60 to
70 percent of their total assets. Undervaluation of these assets
results in a major undervaluation of the total firm's assets and may
have negative ramifications on the firm's ability to raise additional
debt or equity; and
3. These assets reflect areas where the costs of deviating from
historical-cost standards are rather minor in comparison to the
benefits. For example, adjusting the value of the linked bonds
produces both higher balance sheet values and higher income.
This income is not taxable in Israel for most firms and is therefore
not accompanied by negative cash flows. The revaluation of fixed
assets, although expensive because of the need to hire an inde-
pendent appraiser, increases stockholders' equity substantially and
provides firms with the opportunity to distribute large amounts of
stock dividends, a very common practice in Israel. Since the
appreciation in the fixed asset's value is not taxable until it is
liquidated, no negative cash flows effects exist. The gross margin
method for inventories may result in larger tax payments as would
a FIFO method in comparison to a LIFO method. However, LIFO
is not permitted in Israel (for tax purposes), and most industrial
firms have very low effective tax rates due to the many govern-
mental incentives to encourage industrial development. By adopt-
ing the gross margin method, firms can report higher income and
higher inventory values with a minimal effect on cash flows.
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What are the implications then for a moderate- or low-inflation
environment? The areas selected by the FASB for supplementary
disclosure seem precisely those areas that are first more aff^ected
by inflation and, second, are less costly to adjust. The experience
gained by the supplementary disclosure procedures may aid reg-
ulatory agencies in prescribing a deviation from historical-cost
accounting if inflation increases substantially. A second implication
concerns the valuation of financial instruments which are linked
to an index and which are traded in an established market. Gains
on such instruments can be recognized in every period, not only
when the instruments are liquidated. In the United States, such
instruments may include future contracts, options on stock market
indexes, and index funds.
The most important implication seems to be that the historical-
cost model, which has demonstrated its usefulness for about five
centuries, does not have to be revamped or abolished completely.
It may be more useful (unless perhaps inflation exceeds 300 percent
per annum) and far less costly to amend just certain areas of the
present historical-cost model using some "patch" work as in Israel
than to abolish the model completely.

Accounting for Fom^ard Exchange Contracts
M. ALI FEKRAT*
This paper has a dual objective. First, it seeks to examine critically
the accounting for forward exchange contracts as outlined in
Statement No. 52 of the Financial Accounting Standards Board
(FASB). Second, it offers a new theoretical framework to account
for such contracts by drawing on the existing literature in economics
and accounting.
The principal reason for writing this paper is the author's own
dissatisfaction with the treatment of forward exchange contracts
in Statement No. 52. The object is to focus attention on the issues
involved rather than to offer a definite treatment of the problem.
CRITIQUE OF ACCOUNTING UNDER STATEMENT NO. 52
Statement No. 52 distinguishes between forward exchange con-
tracts that are speculative and those that hedge or cover existing
commitments. The latter are recorded and reported differently,
depending on the relationship between forward contracts and the
hedged commitment. If the hedged commitment is a firm's net
investment in a foreign entity, gains or losses on the forward
contract, measured by multiplying the foreign currency amount
of the contract by the difference between the spot rate at the
balance sheet date and the spot rate at the date of inception of
the forward contract, are reported as a separate component of
equity. However, if the hedged commitment is an identifiable
foreign currency transaction yet to be consumated (for example,
an agreement to purchase merchandise), the gain or loss on the
forward contract is deferred and included in the measurement of
* M. Ali Fekrat is .Associate Professor of Business Administration at Georgetown
University.
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the related foreign currency transaction. But if the hedged com-
mitment is an identifiable foreign currency transaction already
consumated (for example, merchandise purchased with payment
to be made later), any gain or loss on the forward contract is
recognized currently. The discount or premium on the forward
contract is accounted for separately from the gain or loss.
Gains or losses from speculative contracts are computed by
multiplying the foreign currency amount of the forward contract
by the difference between the forward rate available for the
remaining maturity of the contract and the contracted forward
rate which is recognized currently. No separate accounting rec-
ognition is accorded to the discount or premium on speculative
forward contracts.'
Statement No. 52 does not offer a clear and systematic theoretical
argument as to why different forward contracts should be ac-
counted differently or why forward contracts should be formally
recorded in the accounts at all. To be sure, forward contracts are
agreements to exchange different currencies at a specified rate in
the future. Present accounting postulates and principles forbid the
recording of such executory contracts until the terms of the contract
are actually fulfilled. For example, a labor contract that specifies
the number of workers to be employed and wages to be paid or
a materials purchase agreement that specifies quantities and prices
of materials to be bought are not entered into the accounts until
the terms of the contract are substantially fulfilled. Thus, Statement
No. 52 is not quite clear as to why currency purchase contracts
negotiated for future delivery at a predetermined price should be
recorded and gains and losses accounted for before the transaction
is consumated. Accountants always invoke the principle of con-
servatism to record market losses but never gains (at least not
beyond the recovery of past losses); however, for forward exchange
contracts, this principle seems to have been swept aside without
adequate explanation.
A further elaboration is possible by focusing on several concrete
cases. Assume a U.S. importer agrees to buy DM 1 million of
goods from a German exporter. The U.S. importer may choose
one of the following options to pay for this purchase: (1) w'ait until
the delivery date to buy and remit marks to the exporter, (2) buy
' For a graphic presentation of the accounting for forward contracts under
Statement \o. 52, see Thomas A. Ratcliffe and Paul Munter, "Currency Trans-
lation: A New Blueprint," yowrna/ of Accountancy (June 1982), 86. See also Jeffrey
S. Arpan and Lee H. Radebaugh, International Accounting and Multinational Enter-
prises (Boston: Warren, Gorham & Lamont, 1981), 92-99.
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German marks spot and invest the funds in the monev market
until payment is due, or (3) enter into a forward contract for
marks to coincide with the delivery date of goods. The importer
will ceteris paribus choose the option that appears cheaper. Given
interest rate differentials between the two countries, the cost of
option (1) is the mark total of imports multiplied by the expected
exchange rate prevailing when the exporter wishes to repatriate
funds less interest earned on this amount in the United States,
while the cost of option (2) is the mark total of imports multiplied
by the spot exchange rate less interest earned on this amount in
Germany or in Euromonev accounts, and the cost of option (3) is
the mark amount of imports multiplied by the forward exchange
rate less interest earned on this amount in the United States.
While the decision model is fairlv straightforward, conventional
accounting standards do not generally record or report information
unless a transaction has in substance been consumated. Options
(1) and (3) fall into that categorv, while option (2) involves a
consumated transaction. However, options (2) and (3) both involve
hedging against changes in exchange rates that could otherwise
alter the magnitude of the liabilitv created as a result of agreeing
to pay for imports in foreign exchange. Thus, under both these
options, exchange rate fluctuations would henceforth be inconse-
quential and could, therefore, be expunged from the accounts. If
the effects of exchange rate changes are to be shown under either
of these two options, the gain (loss) on foreign exchange purchased
would be offset by the loss (gain) on the liability to the exporter.
Statement No. 52 is at best unclear and at worst inconsistent on
the accounting for exchange rate gains and losses on hedged
transactions. If, as we have argued, there cannot be a net exchange
rate gain or loss on hedged transactions, the statement that
a gain or loss on a forward contract . . . that is intended to hedge an
identifiable foreign currency commitment (for example, an agreement
to purchase or sell equipment) shall be deferred and included in the
measurement of the related foreign currency transaction (for example,
the purchase or sale of the equipment)
is misleading and inconsistent with the basic idea of hedging.
The accounting under option (1) should be different in that it
should consider the financial consequences of speculating. Existing
accounting principles require that when a loss due to market price
changes occurs after an uncancelable commitment to purchase
goods has been made, it should be recognized and reported in the
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income statement. The American Institute of Certified Public
Accountants sums up this situation as follows:
Accrued net losses on firm purchase commitments for goods for inventory,
measured in the same way as are inventory losses, should, if material, be
recognized in the accounts and the amounts thereof separately disclosed
in the income statement.^
Thus, if the exchange rate changes adversely subsequent to the
date the commitment to import goods was made, the resulting loss
should be recognized in the accounting period during which the
rate decline occurred. A concrete example would be instructive.
Assume that at the time the U.S. importer entered into the
agreement to purchase DM 1 million of goods, the exchange rate
was $.3903 per U.S. dollar. Assume further that by balance sheet,
the rate had changed to $.3953 per U.S. dollar, resulting in a loss
of $5,000. The entry to record the loss would be as follows:
Loss on import commitment due to
exchange rate change 5,000
Liability arising from import com-
mitment 5,000
(To record loss due to decline in
value of dollar)
Assume further that by the payment date, a further loss of $5,000
had occurred. The entry to record the purchase and additional
loss would be the following:
Loss on import commitment due to
exchange rate change 5,000
Liability arising from import com-
mitment 5,000
(To record additional loss due to
decline in value of dollar)
Inventory 390,300
Liability arising from import com-
mitment 10,000
Cash 400,300
(To record purchase of goods un-
der contract on which a loss due to
exchange rate changes has been
recognized)
^Accounting Research and Terminology Bulletins — Final Edition (New York, 1961),
34.
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It is possible to argue that increases in the value of the U.S.
dollar in terms of marks should be recognized in the same way as
decreases are. Under existing U.S. accounting standards, however,
the recognition of gains are at best limited to the amount of past
losses.
The treatment of speculative forward contracts in Statement
No. 52 also appears to lack a clear theoretical foundation. Ac-
cording to paragraph 19 of the statement,
A gain or loss on speculative forward contracts shall be computed by
multiplying the foreign currency amount of the forward contract by the
difference between the forward rate available for the remaining maturity
of the contract and the contracted forward rate.
Yet forward contracts that do not hedge an exposure are entered
into for the sole purpose of reaping a gain from the expected
appreciation of the currency purchased. Thus, the proper measure
of gain or loss on speculative forward contracts is a function of
the gap between the contracted forward rate and the expected
rate at any given moment in time, not determined by the difference
between the contracted forward rate and the forward rate available
for the remaining maturity of the contract. The latter rate is
bound to change as the maturity date of the forward contract
draws closer.
Before proceeding further, it is important to note a related FASB
statement — Statement No. 80 — which focuses exclusively on the
accounting for "exchange traded futures contracts." This statement
and the portion of Statement No. 52 dealing with forward contracts
are conceptually interrelated inasmuch as foreign currencies are
commodities and have essentially the same economic attributes as
all other economic goods. It is not clear, however, why Statement
No. 80 specifically excludes foreign currency contracts altogether
Notwithstanding, Statement No. 80 is remarkably simple and lucid
in its treatment of futures contracts. Although it will not be the
focus of this paper, the conclusions reached here should have
general applicability and should by extension encompass the rec-
ommendations of that statement.
A THEORY OF ACCOUNTING FOR FORWARD EXCHANGE CONTRACTS
The foregoing analysis contains enough theoretical hints to form
the basis of a coherent accounting for forward exchange contracts.
In the remainder of this paper, the analysis will be considered and
examined for its accounting implications.
Basically, the forward exchange market consists of hedgers and
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speculators. "Hedgers" generally refers to short-term investors,
borrowers, importers, and exporters whose spot asset (liability) is
offset by a forward liability (asset). Hedgers' demand for forward
exchange depends on two variables: interest rate differential (the
U.S. minus German interest differential in our previous illustration)
and the forward premium or discount on the foreign currency.'
This means that the interest rate differential, together with the
forward premium or discount on the foreign currency, influences
the decision and hence the costs of hedging transactions. More
specifically, assume the spot price of foreign exchange to be p, the
interest differential between two countries, i, and the forward
premium (+) or discount (— ) on the foreign currency, r. Consider
an importer who always strives to hedge by either purchasing spot
or forward, depending on which is cheaper The cost of purchasing
spot is p (1 + i), and the cost of purchasing forward is p (1 + r).
The importer's demand for forward exchange would be an in-
creasing function of (i - r).
An importer who does not hedge must speculate. The cost of
speculating (waiting until payment must be made) is the expected
price of foreign exchange, Pe. The importer will be induced to
speculate if Pe < p(l + r) and Pe < p(l + i).
Once a decision is made and a transaction undertaken, the event
must be recorded in accordance with generally accepted accounting
principles. From the standpoint of management, however, it may
be desirable to provide feedback on an ex post basis to indicate
the actual cost of a particular decision and to compare it with the
outcome of alternatives that could have been followed. This would
require further analysis and data gathering, the cost of which may
or may not be warranted by the perceived or actual benefits.
However, the crucial point is that hedged transactions are immune
to exchange rate fluctuations while speculative transactions are
not, and accounting should reflect that distinction. This means
that when an importer's forward liability (obligation to a foreign
exporter) is offset by the purchase of foreign exchange on the spot
market or on the forward market, the gain (loss) due to exchange
rate fluctuations on the liability will always be neutralized by the
loss (gain) on the asset. This condition is not obviously satisfied
for speculative transactions.
When a foreign currency commitment is hedged by purchasing
spot, both the spot purchase and the foreign currency commitment
'J. L. Stein, "International Short-Term Capital Movements," American Economic
Rniru' (March 1965), 40-66.
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must be entered into the accounts if offsetting foreign exchange
gains and losses are to be recognized. If foreign exchange gains
and losses are not to be recognized, only the spot purchase need
be recorded. In both cases, the eventual cash flow and effect on
net income are the same. Assume the U.S. importer in our
illustration agrees to pay DM 1 million for imports on the trans-
action day. Assume further that the importer buys DM 1 million
spot at $.3903, but the rate drops to $.3860 on the balance sheet
date and thereafter remains unchanged until payment date. These
events could be recorded as follows:
Transaction date: Purchases $390,300
Accounts payable $390,300
(To record the initial transaction at the spot rate)
Foreign currency (DM) 390,300
Cash 390,000
(To record the purchase of foreign currency)
Balance sheet date: Foreign exchange loss 4,300
Foreign currency
(DM) 4,300
and Accounts payable 4,300
Foreign exchange gain 4,300
(To reflect the impact of exchange rate change)
Payment date: Accounts payable 386,000
Foreign currency
(DM) 386,000
(To record payment to exporter)
Note that the cost of imports purchased does not change as a
result of exchange rate changes because it is determined at the
time resources are committed to purchase foreign exchange spot
to hedge against exchange rate changes.
If exchange rate gains and losses are not to be recognized, the
following journal entries could be made:
Transaction date: No entry or only mem-
orandum entry for pur-
chase commitment
Foreign currency $390,300
Cash $390,300
(To record the purchase of foreign currency)
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Balance sheet date: No entries
Payment date: Purchases 390,300
Accounts payable 390,300
Accounts payable 390,300
Foreign currency 390,300
(To record the purchase of goods and payment to exporter)
If the foreign currency commitment to the exporter is hedged
by entering into a forward contract, no journal entries would be
necessary until both transactions are consumated. If exchange rate
gains or losses are to be recognized, however, journal entries must
be made at the time of commitment. Assume the U.S. importer
buys DM 1 million forward at $.3923. Based on our discussion of
the theory of foreign exchange, the importer may enter into a
forward contract at a higher exchange rate if interest rate differ-
entials make such an action more profitable. The following journal
entries could be made:
Commitment date: Purchases $390,300
Accounts payable $390,300
Contracts receivable
(DM) 390,300
Premium on forward
contracts 2,000
Contracts payable ($) 392,300
(To record the purchase of merchandise and currency commit-
ment)
Balance sheet date: Accounts payable 4,300
Foreign exchange gain 4,300
Foreign exchange loss 4,300
Contracts receivable 4,300
(To record the impact of the exchange rate change)
Payment date: Contracts payable 392,300
Cash 392,300
Foreign currency 386,000
Contracts receivable 386,000
Accounts payable 386,000
Foreign currency 386,000
(To record the delivery of currencies to consumate all transac-
tions)
The premium on forward contracts should be amortized and
reflected in the income statement. As the journal entries indicate,
in all cases, including the speculative case illustrated earlier, the
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value of merchandise imported is established by the spot exchange
rate prevailing at the commitment date. This is in keeping with
the fundamental principle of accounting that the cost of an asset
is the cash outlay (or its equivalent) necessary to acquire the asset.
The only question that arises in applying this principle to the cases
presented is whether the "passing-of-title" rule should be observed.
Given the assumption that the commitments are uncancelable, the
expectation is that transactions will be followed through, and,
therefore, strict adherence to the "passing-of-title" rule would not
be a realistic approach to recording the transaction. This would
then require that where the hedged transaction is not recorded
until the payment date, the value of imports be recorded at the
spot rate prevailing on the commitment date. The journal entries
under such a case would be as follows:
Commitment date: No entries
Balance sheet date: No entries
Payment date: Purchases $390,300
Accounts payable $390,300
Accounts payable 390,300
Premium on forward
contract 2,000
Cash 392,300
(To record purchases and payments of currencies)
Even though the ultimate effect on cash flows is the same
regardless of when the transaction is recorded, the effect on the
financial statements prepared before the commitments are consu-
mated is not the same. For this reason, the more detailed approach
where the transaction is recorded on the commitment date and
offsetting foreign exchange gains and losses are shown on balance
sheet dates may be preferable.
CONCLUDING NOTE
This paper has argued that the present accounting treatment of
forward exchange contracts as prescribed by FASB Statement No.
52 is incompatible with the theory of forward exchange markets
and with generally accepted accounting principles. It has attempted
to demonstrate this point by subjecting several key provisions of
the statement to close scrutiny within the framework of the theory
of forward exchange markets and the established principles of
accounting.
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The results of the analysis indicate that a coherent analytical
approach to the accounting of forward exchange contracts would
suggest a different treatment from that sanctioned by the Financial
Accounting Standards Board. The suggested new treatment has
been discussed and illustrated by means of journal entries.
The Accounting Environment and Some Recent
Developments in Turkey
NASUHI I. BURSAL*
Publications on accounting problems in Turkey which have been
brought to the attention of the international accounting community
to date consist of a few articles in international journals' and of
some doctoral dissertations in the United States and in Europe.^
These studies generally begin by stressing the absence of an
organized public accounting profession in Turkey, expand on the
deficiencies in accounting practice and education, and close with
recommendations to improve the existing situation.
Turkey is excluded from almost all important comparative in-
ternational accounting surveys.^ This may be due mainly to the
* Nasuhi I. Bursal is a member of the Faculty of Accounting, The Ohio State
University.
The author expresses his appreciation to Professor Richard V. Northrup for his
valuable comments concerning this paper; to Professors Frederick D. S. Choi and
Vinod B. Bavishi for permission to use the format of their international survey;
and to Professor Yucel Ercan, who conducted the survey in cooperation with
Research Assistants Sema Ulker and Lerzan Kavut.
' See Pekin Ogan, "Turkish Accountancy: An Assessment of Its Effectiveness and
Recommendations for Improvements," International Journal of Accounting (Fall
1978), 133-47; and Turgut V'ar, "The Current Accounting Education and Practice
in Turkey," International Accountant, no. 4 (1976), 8-12.
^ Erkut Goktan, "The Present and Potential Role of Accounting in the Economic
Development of Turkey" (Ph.D. dissertation, University of North Carolina, 1968);
and Erol Tumer, "An Investigation of the Present and Potential Role of Financial
Accounting in the Capital .Market in Turkey" (Ph.D. dissertation, University of
Illinois at Urbana-Champaign, 1972).
The only exception is cited in Jeffrey S. Arpan and Lee H. Radebaugh,
International Accounting and Multinational Enterprises (Boston: Warren, Gorham and
Lamont, 1981), 39: Hani Mahmoud .Abu-Jbarah, "A Subentity Basis for Financial
Reporting in Multinational Firms: A Cluster Analysis .Approach" (Ph.D. disser-
tation, Universitv of Wisconsin, 1978), 98. In this survey, Turkey is classified in
cluster number 2.
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lack in Turkey of professional organizations which would have
provided the necessary information for such comparative surveys.
The fact that relatively few multinational corporations are engaged
in business activities in Turkey may also have contributed to this
lack of interest and knowledge.
Despite, or rather because of, all the shortcomings in its ac-
counting practice, Turkey is a rapidly developing country which
has a number of instructive topics to offer to the international
accounting community. The circumstances affecting the practice
ofaccounting in Turkey have been changing considerably, especially
over the last decade. Accounting is continuously confronted with
new problems and challenges and attempts to cope with them by
experimenting with a variety of new practices. The pressure of
economic events has already led to regulation of the capital market
and will ultimately lead to the formal organization of the Turkish
accounting profession, as well as the introduction of public auditing.
The main purpose of this paper is to outline the environmental
factors affecting the Turkish accounting practice within a frame-
work generally used in comparative international accounting stud-
ies. Changes in the accounting environment over the last few
decades will be identified and some significant accounting problems
related to this development will be discussed. Finally, the compar-
ative international survey framework suggested by Choi and Bavishi''
will be extended to Turkey to facilitate future studies.
SOCIOCULTURAL FACTORS
Factors determining the sociocultural environment of accounting
in a nation include the attitude of the citizens to business and
government in general, and to accounting in particular. Some
moral values and behavioral aspects are relevant in this context.
Supremacy of State and Society
The supremacy of the state and society over individuals was one
of the important characteristics of the Ottoman Empire.^ After
the establishment of the Turkish Republic (1923), this "father
image" of the state has, in essence, continued. Interventions by
the state into the economic and social life of Turkey are generally
• Frederick D. S. Choi and V'inod B. Bavishi, "Financial Accounting Standards:
A Multinational Synthesis and Policy Framework," International Journal of Account-
ing {FaW 1982), 159-83.
^ liter Turan, "Stages of Political Development in the Turkish Republic" (Paper
presented at the Third International Congress on the Economic and Social History
of Turkey, Princeton University, 1983), 46.
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expected and accepted by the public, although different political
parties may have divergent policies concerning the extent of this
intervention.
Attitude toward Business
The attitude of the Turkish people toward business experienced
a drastic change after the founding of the republic. The most
preferred professions during the Ottoman Empire were public
service or the military, with lower-rated business activities generally
left to minority groups. Today, engaging in business is one of the
top-ranked professions in Turkey. Upgrading business in the public
mind and forming a new generation of entrepreneurs and managers
have been notable sociocultural changes over the last few decades.
Attitude toward Accounting
The attitude toward the accounting profession is closely related
to the function expected from this profession. Without an organized
profession and public auditing, accountants have been largely
considered to be scorekeepers protecting the interest of the firm's
owners in compliance with the existing laws and regulations. The
establishment of a capital market and the introduction of public
auditing will bring a drastic change to the economic function and
social status of the accountants.
Moral Values
Some basic moral values and attitudes, such as fatalism, distrust,
and secrecy, of the public and of the business community may
have affected the development of economic activities in Turkey to
a certain extent. Corporations founded as family enterprises were
reluctant to go public and share their control and earnings as long
as they could raise borrowed capital and benefit from the leverage
factor. This tendency and the reluctance of the public to invest in
securities delayed the formation of the capital market for many
years.
Political Factors
Political and legal factors are very influential in shaping the
environment of the accounting practice and profession, especially
in a developing country such as Turkey.
Centralized Political Power
Centralized political power providing the legislation and the gov-
ernment with the authority for extensive interventions in economic
and social life has been one of the main characteristics of the
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Turkish political system.*^ The interventions range from the reg-
ulation of foreign trade, the banking system, and capital markets
to the establishment of state-owned economic enterprises.
Party Politics
The extent of the political intervention into economic life depends
on the economic policy of the political parties in power. The single
party system during the first three decades (1923 to 1950) of the
Turkish Republic represented the state-supported organization and
development of the economy. A combination of state-owned basic
industries and private enterprises, a "mixed economy," character-
ized this first period. Later, the introduction of multiparty democ-
racy (1946) brought the first liberal-capitalistic-oriented party into
power for nearly ten years (1950). The year 1961 marks the
beginning of a planned economy in the country. Five-year plans,
prepared by the State Planning Office and approved by the
Parliament, represent mandatory plans for state-owned enterprises
and guidelines with special incentives for the private sector. Two
parties w ith divergent economic policies have been in power during
the last two decades. One, the Justice Party, relied heavily on the
private sector and market economy but still reserved a relatively
important function for the public sector. The other, the Republican
People's Party, favored a larger intervention of the public sector
into economic activities and expected the private sector to work
in compliance with the objectives of the five-year plans. A new
party. Homeland Party, which came to power at the end of 1983,
seeks to begin an unprecedented era of free-market economy in
Turkey, with reorganization of the state bureaucracy, elimination
of restrictions imposed on the market economy, and even the sale
of state-owned enterprises, toll bridges, and power stations to the
public.
Political Stability
Disturbances in the country's political stability had a considerable
impact on economic activities during the last decade. Political
terrorism increased the uncertainty for long-term economic deci-
sions. Frequent changes in the political power ranks, combined
with favoritism for special interest groups, caused the federal
budget to be violated and led to triple-digit inflation, distorting
the economic proportions.
« Ibid., 48.
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LEGAL FACTORS
The most influential factors aff^ecting the Turkish accounting
practice over the last sixty years have been the legal requirements,
anchored mainly in Tax Procedure Law^ and Commerce Law, as
well as in some related social legislation. The Capital Market Law
represents the latest element in this legal framework.
Tax Legislation and Commerce Law
In the absence of generally accepted accounting principles, legal
requirements have constituted the main basis for accounting prac-
tice. Financial reporting had to satisfy the needs of difi^erent groups
of users of accounting information within the constraints of this
legal framework. The lower limit for asset valuation and income
determination is set by tax regulation to protect the interest of
the treasury. On the other hand, the provisions of the Commerce
Law aim to prevent the overvaluation of assets and the overstate-
ment of income to protect the interests of creditors. In the absence
of public auditing, investors have had to rely also on financial
reports based on legal requirements. A general conception in
Turkey is that three diff^erent sets of financial statements must be
prepared: one for tax purposes, disclosing the lowest level of
income as possible; a second for bank loan applications, demon-
strating the best possible financial situation and performance; and
a third for the owners disclosing the "real" situation of the company.
The only auditing function for the private sector exercised over
the last sixty years has been the "statutory auditing" prescribed
by the Commerce Law for corporations with common stock.
Auditors selected by the General Assembly of Stockholders must
submit an annual audit report confirming that the financial state-
ments have been prepared according to sound accounting proce-
dures, based on sufficient documented evidence and in compliance
with the related legal requirememts. Since the selected auditors
generally were persons closely related to owners or directors of
the corporations, the audit reports were in most cases a "matter
of formality" rather than auditing reports in the proper sense.
On the other hand, internal auditing has always been a legal
requirement for state economic enterprises, as well as for financial
institutions. However, the function of these auditors covers a larger
area than accounting. Banks and insurance companies are also
'The income tax system introduced in 1950 consists of three laws: (1) income
tax law — taxation of individual income; (2) corporate tax law — taxation of
corporate income; and (3) tax procedure law — regulation of tax procedures
including rules for asset valuation, expense, revenue recognition, etc.
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audited by special auditors designated by the Ministry of Com-
merce.
.
The dominance of legal requirements is also reflected m the
extensive employment of "independent fiscal consultants," expe-
rienced accountants with a broad background in related legal
requirements. A large number of these consultants are former
employees of the Ministry of Finance who worked as tax controllers
checking the tax returns and financial statements filed by the
companies.
Even the long delay in the establishment of an organized ac-
counting profession with public auditing can partially be traced to
legal considerations. The first draft of a bill providing legal status
to the accounting profession had been introduced to Parliament
as early as 1937. However, since this proposal also included
certain
provisions granting accountants the right to represent their clients
in matters concerning accounting before the court, it has always
met strong opposition from lawyers, who are heavily represented
at different stages of the legislative process. An earlier organization
of the Turkish accounting profession could certainly have
contrib-
uted to the improvement of accounting practices and prepared for
the development of a national capital market. On the other hand,
it may be argued that the economic and social development of the
country had not reached a requisite level to exercise enough
pressure for the regulation of accounting practice.
Capital Market Law
Pressure has in fact been strongly felt during the last years and
led to the introduction of Capital Market Law in late 1981. The
following is a brief summary of the new provisions of this law,
which will have a direct and lasting impact on the Turkish ac-
counting practice and profession.
1. The main objective of the law is the regulation of the capital
market. A Capital Market Board (CMB), consisting of seven mem-
bers appointed by the government and similar to the Securities
and Exchange Commission in the United States, has been estab-
lished. All corporations off^ering equity and debt securities to the
public, as well as all intermediary institutions dealing with securities,
must register with the CMB. The CMB's expenses are to be funded
by contributions of corporations calculated at .3 percent
of the
amount of securities issued.
2. The law introduces, for the first time, registered or authorized
capital in the Turkish accounting practice. Corporations now
have
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the possibility of issuing new stock within the limits of the authorized
capital stated in their charters without asking for permission of
the Ministry of Commerce, as had been the case previously.
3. For the first time, a mandatory financial disclosure requirement
is a part of the Turkish accounting practice. Previously, only
financial institutions were required to publish their annual financial
statements. According to the new law, all publicly held corporations
and intermediary security dealers must file their annual financial
reports with the CMB and publish their annual financial statements
in a uniform format. The required format has some basic similarities
with the formats used in U.S. practice and also includes explanatory
footnotes disclosing the accounting principles and methods applied
in the preparation of the statements.
4. The determination and pronouncement of accounting standards
to be observed in financial reporting are also included among the
main functions of the CMB. So far, only formal requirements have
been issued. A certain uniformity in the format of the financial
statements presented for bank loan applications had already been
achieved as early as 1963. The Turkish Banking Association in
that year established the requirement that for loan applications,
the financial statements of the last three years be submitted in a
given format.
5. The law requires that financial reports be audited and states
also for the first time the format and wording of the unqualified
audit opinion as follows:
I (we) have audited the accounts and transactions of the corporation. . . for
the period of 1.1.19.. to 12.31.19.. according to the Turkish Commerce
Law, to the charter of the corporation and to other legislation as well
as to generally accepted accounting principles and standards. In my (our)
opinion the enclosed balance sheet as of 12.31.19.. of which 1 (we) have
accepted the content does reflect the real financial situation of the
corporation and the income statement covering the period from 1.1.19..
to 12.31.19.. reflects the real financial results, and the proposed distri-
bution of earnings is in compliance with legal requirements and with the
charter of the corporations.
The audit opinion includes for the first time the term "generally
accepted accounting principles and standards." This leads one to
believe that the pronouncement of accounting standards and their
enforcement by public auditors are the next important steps to be
expected in the development of the accounting practice and the
profession in Turkey.**
^Capital Market Law, Number 2499 (30 July 1981): Regulation Number 2 (13
February 1983).
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Social Legislation
Aside from this legislation, the provisions of the Labor Law
concerning the seniority indemnity (amended version, 1975) have
caused serious problems for the accounting practice over the last
few years. The following are the main requirements of this law:
1. The employers must pay their employees seniority indemnity
in case of the termination of the employment relationship or in
case the employee prefers to leave after reaching legal retirement
age.
2. The amount of the indemnity is calculated by multiplying the
last monthly salary with the number of years the employee has
been employed by the firm. The monthly salary to be used as the
basis cannot, however, exceed seven and one-half times thirty days'
minimum wage.
3. Seniority indemnities can be expensed and considered as tax
deductible only at the time of their actual payment. Accrual of
allowances for estimated future indemnities is not tax deductible.
Employers are not permitted to make funding arrangements with
insurance companies.
4. The law also contains a provision that a seniority indemnity
fund be established at the Ministry of Labor or another institution
designated for this purpose. The employers will in this case be
required to pay monthly contributions to this fund. As of June
1985, this fund had not yet been established.
The delay in the establishment of this fund has imposed a heavy
financial burden on Turkish employers, the extent of which can
hardly be estimated. The high rate of inflation continually increases
the burden of the unfunded indemnity obligations and distorts all
financial statements. The severity of the issue can perhaps be better
understood if one recalls the current problems regarding the
disclosure of already funded pension benefits in the United States.
The fact that this problem has become so important has much
to do with the change in the assumed function of the seniority
indemnity. Since Turkey has no unemployment insurance, the
indemnity was first considered as a lump-sum unemployment
benefit. Later, the amount of the indemnity was increased to
provide a penalty to discourage employers from economically
unjustified lay-off's. In the final stage, it assumed the character of
a lump-sum retirement benefit in addition to the regular monthly
benefits paid by the Social Insurance Administration. Another
view, generally represented by trade unions, is that this indemnity
is a postponed part of regular labor cost.
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This issue has been one of the most controversial regarding
Turkish accounting practice over the last decade. Although not
tax deductible, special indemnity expense allowances based on
actuarial calculations have begun to be recognized by a number
of companies. Several companies either failed or changed their
legal status to avoid or lessen their financial burden. In any case,
the seniority indemnity issue in Turkey is an example of the impact
of political decisions and legal factors on the financial conditions
of companies in general and on the accounting practice in partic-
ular.^
ECONOMIC FACTORS
The stage of economic development, the relative size of the private
and public sector, the stability of the economy, and the international
ties of the country are the most important factors shaping the
Turkish accounting environment.
At the beginning of the republic (1923), Turkey was basically a
rural economy without notable industry, sufficient capital accu-
mulation, skilled work force, and experienced entrepreneurs.
Therefore, as mentioned earlier, all efforts and capital of the state
were directed to the creation of an infrastructure, establishment
of basic industries, and improvement of the general level of
education. The private sector was granted several investment
incentives and protected from foreign competition by import
restrictions and high customs duties. The transformation of a
rather closed rural economy to a market economy and the devel-
opment of protected industry oriented to the domestic market
with a predominant share of state ownership were the main
characteristics of the Turkish economy until the beginning of the
1950s. The structure of the economy has undergone drastic
changes over the last thirty years, confronting the accounting
practice with new problems and challenges.
Structural Change
The most significant structural change is the rapid increase of the
share of industry within the gross national product (GNP). As
reflected in exhibit 1, the share of agriculture in the GNP has
fallen from 38.2 to 19.6 percent, whereas the share of industry
has increased from 17.4 percent to 28.2 percent over the last
twenty years. The rise in the share of the service sector from 44.4
to 52.2 percent is noteworthy.
^ The establishment of a seniority indemnity fund seems to be on the priority hst
of the present government.
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Exhibit 1. Shares of Main Sectors at the GNP at Current Prices
(In percentage)
1960 1965 1970 1975 1980 1981 1982
Agriculture 38.2 31.1 26.7 26.0 21.2 20.6 19.6
Industry 17.4 20.3 21.3 21.0 25.3 27.0 28.2
Services 44.4 48.6
100.00
52.0
100.0
53.0 53.5 52.4
100.0
52.2
100.0 100.0 100.0 100.0
Source: State Statistic Institute.
Exhibit 2. Composition of Exports
(In percentage)
1965 1970 1975 1980 1981 1982
Agriculture 75.9 75.2 56.6 57.4 47.2 37.3
Industry 19.6 17.1 35.9 36.0 48.7 59.7
Mining 4.5
100.0
7.7
100.0
7.5
100.0
6.6
100.0
4.1 3.0
100.0 100.0
Source: State Statistic Institute.
The structural change in the economy is also reflected in the
composition of exports. Exhibit 2 indicates that the share of
agricultural products within the total exports declined from 75.9
to 37.3 percent over the same period, while the share of industrial
products rose from 19.6 to 59.7 percent. This structural change
has been the main force behind the rapid growth rate of the
Turkish economy, especially in the late 1960s and early 1970s.
With annual growth rates of 7 to 8 percent, the country ranked
among the fastest growing economies of the world.
Inflation and Foreign Exchange Rates
The financial sources of this rapid expansion, however, were not
always solidly based. Private and public savings were not sufficient.
Chronic budget deficits, accelerated by the election-oriented am-
bitions of the leading political parties, weakened the monetary
system and led to triple-digit inflation rates combined with frequent
foreign currency shortages and devaluation of the Turkish currency.
Exhibit 3 reports the extent of the inflation. The annual inflation
rate, fluctuating round 25 percent until 1978, jumped to 52.6
percent in 1978 and reached its peak at 107.2 percent in 1980.
The beginning of 1980 marked the initiation of the new anti-
inflation policy of the government. The impact of high inflation
on foreign exchange rates is of special importance for Turkey
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Exhibit 3. Wholesale Price Index (1963 = 100)
Annual change
\'ear Index (Percentage)
1973 240 —
1974 312 30.0
1975 343 10.9
1976 397 15.7
1977 492 23.9
1978 751 52.6
1979 1.231 63.9
1980 2.551 107.2
1981 3.488 36.7
1982 4.369 25.2
1983 5.708 30.6
Source: Statistics of Turkish Ministry of Trade.
Exhibit 4. Dollar Exchange Rates in Turkish Pounds
Year-end rate
in
Year Turkish pounds Index
1972 14.00 100.0
1973 14.00 100.0
1974 14.00 100.0
1975 15.00 107.0
1976 16.50 118.0
1977 19.25 137.5
1978 25.00 178.6
1979 47.10 336.4
1980 70.00 500.0
1981 127.13 907.0
1982 180.86 1,293.0
1983 280.00 2,000.0
Source: Statistics of Turkish Central Bank
because approximately 95 percent of total imports still consists of
industrial raw materials and investment goods. Price increases in
the country are, therefore, partially a consequence of this "im-
ported" inflation efi~ect.
As depicted in exhibit 4, the exchange rates for the U.S. dollar
were kept fixed or at relatively low levels despite the high inflation
until 1978. It is remarkable that the interest rates were also kept
artificially low during the same period. In times of annual inflation
rates of 70 to 80 percent, the official interest rates for commercial
loans and bonds generally did not exceed 20 percent, and those
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for one-year term savings deposits were below 10 percent. This
policy largely accelerated the heating of the economy and led to
the development of a black capital market.
The new economic policy introduced in 1980 and enforced since
then with increasing emphasis on free market economy brought
radical changes in the government's monetary, foreign trade, and
interest policies. A tight money and credit policy, as well as the
adjustment of foreign exchange and interest rates to the prevailing
rate of inflation, have been the cornerstone of the recent economic
policy. As a result, interest rates for one-year term savings deposits
jumped to approximately 50 percent, the interest for commercial
loans to approximately 60 percent. The target of the government
for 1984 seems to be keeping the inflation rate below 50 percent.
High inflation, combined with strict import and foreign currency
restrictions experienced for many years, has understandably im-
pacted accounting practice significantly. The main eff^ects of infla-
tion on accounting, reflected in the form of distortion of financial
statements and of reported income, are already widely known.
Therefore, only some specific topics which arose in conjunction
with inflation, aggravating its eff^ects and causing special accounting
problems, will be noted here.
The income tax brackets and rates were not adjusted for the
high inflation rates for many years. This lag magnified the tax
burden, especially for low income taxpayers. Average salaries
subject to a tax rate of approximately 25 percent, according to
the original tax tarifl^, were taxed up to 65 percent at inflated
amounts, although their purchasing power was less than before.
This additional efi~ect deteriorated the national tax morality which
was not on a high level in the first place, and enhanced the
motivation for tax evasion. Unrecorded purchases and sales trans-
actions, use of overstated, fictitious purchase invoices, understated
sales invoices with off^book cash collections and off-book wage
payments without tax, and social insurance contribution withhold-
ing became widespread. The tax rates were adjusted in the late
1970s, but were not able to keep abreast of the continuing inflation.
Strict import and foreign currency restrictions also had several
deteriorating eff'ects on accounting practice. One of them is the
"double payment" of foreign debts. Most notably, manufacturing
companies that depend on imported raw materials were not able
to transfer the amount of their purchases because of delays of
months, or even years, in the official transfers of the foreign
exchange amounts by the Central Bank. To secure an uninterrupted
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supply, some companies began paying their foreign debts with
foreign exchange provided by the black market, without waiting
for the official transfer.
Drastic changes in foreign exchange rates resulted in some severe
accounting problems as well. Manufacturing plants financed with
long-term foreign credits had to adjust their investment costs and
related depreciation expenses frequently. Many factories, estab-
lished years ago, still had outstanding foreign currency debts
exceeding the initial amounts of their investments expressed in
Turkish currency. This procedure could in one respect be consid-
ered as an inflation adjustment for fixed assets. On the other hand,
these frequent surges in liabilities to foreign creditors adversely
afi~ected the debt/equity ratios and increased the need for equity
financing.
Foreign exchange rate diff^erences caused similar problems for
current import transactions. In the case of the devaluation of the
Turkish pound, import companies had to disburse the rate diff^er-
ence even if the goods had actually been imported and sold,
presumably at prices based on prior exchange rates. The main
issue here was whether rate differences had to be considered as
part of the purchasing cost or reported as a financial loss of the
period. Companies favored the cost treatment, whereas the tax
regulations considered these differences as a financial loss regardless
of the quantity of goods sold in the current period, which would
eventually represent a tax advantage for the companies. Providing
a guarantee for exchange rate differences has been a major issue
for many years.
These developments did not permit sound accounting practices,
and called for inflation-adjustment measures. The need for such
adjustment had already been evident in the early 1960s. A provision
added to the Tax Procedure Law in 1963 provided for the
possibility of the restatement of fixed assets using factors to be
determined by the Ministry of France. Due to some controversial
arguments concerning the inflation adjustment, in part politically
motivated, these restatement factors could not be determined for
twenty years. The recent regulation (1983) relating to inflation
adjustment prescribes the factors for the restatement of the fixed
assets purchased during the period 1972 to 1982 as reported in
exhibit 5.
The new regulation offers companies the possibility of restating
the fixed assets included in their financial statements for the year
1982. The same factor must be applied on the acquisition cost, as
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Exhibit 5. Inflation Adjustment Factors for 1982
Official Factors based
adjustment on wholesale
\'ear factors price index
1972 11 21.9
1973 10 18.2
1974 9 14.0
1975 8 12.7
1976 7 11.6
1977 6 8.9
1978 5 5.8
1979 4 3.5
1980 3 1.7
1981 2 1.3
1982 1 1.0
well as on the accumulated depreciation amount. The difference
between the old and the adjusted book values of the assets must
be credited to a special "'re-evaluation fund account."" This amount
mav be used bv corporations to increase the stockholders' equity
bv issuing new stock which is not subject to taxes. Exhibit 6 clearly
indicates the rapid increase in stockholders" equity of existing
corporations in 1982, which is largely due to the inflation adjust-
ment made in the same vear.
The new regulation is certainly an important step toward re-
storing the usefulness of the financial statements, which had been
fully distorted as a result of inflation oyer the last decade. With
this more realistic valuation of their assets, corporations may now
be more willing to offer stock to the public. The increase in
stockholders' equity will also allow them to raise more investment
capital on the bond market. As exhibit 5 indicates, however, most
of the official restatement factors are much lower than the factors
calculated on the basis of the wholesale price index. The fact that
the inflation adjustment can be applied only once also limits its
impact. As long as inflation cannot be brought under control,
accounting practice must face similar problems in the future as
well.
Sources of Funds
As mentioned earlier, most of the closely held corporations have
not been eager to go public as long as thev could benefit from the
financial leverage accentuated bv abnormally low interest rates
during the high-inflation period. With skyrocketing inflation cou-
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pled with adjusted interest and foreign exchange rates, however,
they were no longer in a position to secure the additional funds
so badly needed. No organized capital market existed which would
satisfy their needs and at the same time provide acceptable return
and safety for the investors. Nevertheless, the issuance of corporate
stocks and bonds showed a remarkable increase after 1979, as
reported in exhibit 7. The number of newly established corpora-
tions also increased considerably after 1975 (exhibit 6), reflecting
the development taking place on the capital market.
The issuance of stock has generally accompanied the formation
or expansion of "holding corporations," a top-level parent cor-
poration holding majority shares in affiliated corporations. The
emergence of holding corporations, some of them also including
financial institutions, such as banks and insurance companies,
represents one of the important recent developments in the Turkish
capital market. Apart from the general purpose of providing funds
and exercising control over affiliated corporations, two specific
factors led to the widespread use of this form of organization. One
was the possibility for the stockholders of the old corporations to
bring their shares at "appraisal value" into the new parent cor-
poration without paying any taxes. The other reason was that, by
the creation of a chain of affiliated corporations, the income tax
burden could be postponed for a number of years. '° With respect
to their eff'ect on accounting practice, the formation of holding
corporations has increased the complexity of financial transactions,
Exhibit 7. Corporate Bond and Stock Issues
(In bil. Turkish pounds)
Year Stocks Bonds
1977 2.89 1.58
1978 3.77 2.20
1979 7.12 4.87
1980 21.92 18.01
1981 25.31 15.98
1982 109.52 13.25
1983 95.90 16.34
Source: Statistics of Turkish Central Bank.
'" After the calculation of the corporate tax, corporations were required to
withhold 15 to 20 percent as an advance collection of income taxes for their
individual shareholders. Corporate shareholders were exempt from this withhold-
ing. Their income could be taxed only when transferred to the shareholding
corporation, which generally occurred during the following year.
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and especially put the consolidation topic on the agenda of the
accounting profession.
Some large holding corporations also included banking institu-
tions. The affiliation of major banks in Turkish corporations has
been one of the most important sources in financing the rapid
growth of the private sector. In addition to their direct participation,
banks have also provided extensive credits to their affiliates, mostly
at favorable terms.
The development of the Turkish bond market during the last
few years is closely related to the operations of the "bankers" who
emerged on the market to establish the missing link between
corporations and private investors. Because underwriting was not
permitted legally, these "bankers" purchased corporate bonds
bearing 30 to 35 percent interest at much less than their par value
(at 70 to 80 percent) and offered investors a higher return than
the 50 percent bank interest for one-year deposits. Turkish private
investors learned of the close relationship between high return
and high risk through costly experiences. Most of these "bankers"
went bankrupt, leaving behind huge amounts of accrued interest
payable. This development led to the introduction of the Capital
Market Law previously discussed.
In addition to the disclosure requirements already mentioned,
the Capital Market Law opened the way to use more diversified
sources of capital than had been available earlier. The Turkish
accounting profession will, therefore, need to deal with much more
complex capital transactions. A wider use of convertible securities
may be expected, depending on the development of inflation and
interest rates. Problems related to bond discounts and premiums,
as well as to early redemption of bonds, may also develop in this
context. Further, long-term financial investments of corporations
may result in a wider application of consolidated statements using
the equity method.
Shares of Private and Public Sectors
The relationship of the private and public sectors within the whole
economy is also a factor affecting the economic environment of
accounting. The scope and importance of the state economic
enterprises (SEEs) during the first period of the Republic have
already been mentioned. The development of the economy over
the last decades has increased the number of private firms; in
addition, they operate in much more diversified areas than do the
SEEs. However, the SEEs still hold a dominant share in transpor-
tation, communication, mining, energy, banking, insurance, and
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Other basic industries, such as steel, cement, paper, refineries,
petrochemicals, sugar, and heavy machinery." Exhibit 8 indicates
that the share of the public sector within total fixed capital
investments has increased from 46.9 percent to 58.8 percent over
the last ten years. Further, statistics of the Social Insurance Admin-
istration reveal that approximately one-third of all workers covered
by this insurance are employed in the public sector
As to the sectoral distribution of public investments, exhibit 9
reveals that energy, manufacturing, transportation (which includes
Exhibit 8. Relative Shares of Public and Private Sectors in Total Fixed Capital
Investment (%)
Public fixed Private fixed
Year inves. inves.
1973 46.9 53.1
1974 48.0 52.0
1975 50.4 49.6
1976 51.5 48.5
1977 55.4 44.6
1978 48.2 51.8
1979 49.7 50.3
1980 55.8 44.2
1981 60.9 39.1
1982 58.8 41.2
Source: Statistics of State Planning Organization.
Exhibit 9. Sectoral Distribution of Fixed Capital Investments (in %)
Pliblic Private TotaJ
Sectors 1981 1982 1981 1982 1981 1982
Agriculture ',).") 1 1.0 12.0 12.6 10.5 11.6
Mining 9.6 9.3 0.7 0.7 6.1 5.8
Manufacturing 24.3 18.8 29.0 28.3 26.2 22.7
Energy 28.8 23.7 0.7 0.7 14.7 14.2
Transportation 17.7 18.9 22.5 23.5 19.5 20.8
Tourism 0.5 0.8 0.8 0.9 0.6 0.8
Housing 2.3 2.1 29.7 28.3 13.0 12.9
Education 3.9 4.3 0.2 0.2 2.5 2.6
Health 1.9 2.1 0.2 0.2 1.2 1.3
Other services 6.5 9.1 4.5 4.5 5.7 7.2
Total 100.0 100.0 100.0 100.0 100.0 100.0
Source: Statistics of State Planiling Organization.
" Since most SEEs are providing raw material and other basic inputs to related
industries, their prices affect production costs of many other manufacturing
industries.
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communication) and mining had the largest shares during 1981
and 1982.
Because of their dominant role in the economy, the SEEs also
have had an important impact on the accounting practice in the
country:
1. A special High Auditing Board (HAB) is in charge of the annual
auditing of the SEEs. Teams of HAB staff members are assigned
to different SEEs to report on the operational performance and
financial results of these institutions. The reports include a detailed
analysis and evaluation of the operations, as well as recommen-
dations for improvement. After being discussed and finalized by
the HAB, reports are submitted to the Parliament for study and
approval by a special committee.
2. The reorganization of the SEEs to improve their efficiency and
profitability, with special emphasis on eliminating the influence of
political parties on their operations,'^ has always been a key issue.
In the course of reorganization eff^orts initiated in the early 1960s,
a uniform chart of accounts with guidelines for financial reporting
was developed and officially introduced by the SEEs in 1972. This
uniform chart of accounts has in many cases served as a model for
the private sector. Further, in the absence of an organized account-
ing profession, the practices of the SEEs and the transfer of a
large number of experienced accountants from the SEEs to the
private sector have been significant contributions by the SEEs to
the development of Turkish accounting practice.
International Ties
The international economic ties of a country have considerable
impact on the accounting environment. Activities of multinational
corporations and the relationship of the country to formal inter-
national or regional groups are the most significant factors consid-
ered in this context.
Although foreign capital investments have been encouraged by
a rather liberal Foreign Capital Law (1954) during the last three
decades, such investments have barely reached a level to have a
notable effect on the economy. State bureaucracy and divergent
attitudes of the political parties toward foreign capital were the
main reasons for the reluctance of foreign investors. The account-
'' A new law brought significant changes regarding the investment, financing,
and management policies of the SPT.s (Law Number KHK 60, 20 May 1983). A
clear distinction is made between profit-oriented and public service-oriented
enterprises, yet a special Parliamentary commission still has the final word for the
approval of the SEEs' audit reports.
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ing svstems applied b\" foreign companies operating in Turkev,
however, had some indirect effect on the Turkish accounting
practice. Affiliates of U.S. and U.K.. corporations prepared espe-
ciallv for the establishment of the first public auditing firms in
Turkev to perform audit work for foreign companies. Further,
international financial institutions such as the International Mon-
etarv Fund. World Bank, and International Finance Corporation
as well as foreign banks and suppliers pro\iding project credits,
required financial reports in compliance with their standards from
their beneficiaries.
Turkev is an associate member of the European Economic
Communit\' lEEC) but has not vet applied for full membership. In
the case of full membership. Turkish accounting practice would
certainh' be affected b\" the harmonization efforts within the EEC,
but such development is not verv likelv during the next few vears.
Due to the geopolitical importance of its location and its sociocul-
tural advantages. Turkev is presentlv attempting to build an eco-
nomic bridge between the Western and Middle Eastern countries.
The free-market economv imposed bv the recent national govern-
ment mav prepare a more favorable en\ironment for foreign
investments and also strengthen the ties with the EEC. Rapid
growth of the domestic market, combined with expanding free-
market econom\". ma\" indeed attract more foreign in\estments in
the future.*'
In fact, accounting practices will face some new challenges related
to the efforts of the present government to open the Turkish
econom\" to foreign markets. These include wide-ranging liberal-
ization of foreign currenc\- regulations and export incentives.
Turkish exporters are now allowed to keep up to 20 percent of
their export revenues in a foreign currencv account abroad or in
a Turkish bank. Extensive supports are provided for companies to
establish new affiliations or their own subsidiaries abroad to support
export activities. Special finance corporations can be established
to provide equipment for investments or construction work in
foreign countries on long-term credit or on a leasing basis. The
most remarkable development in this field, however, is the rapid
expansion of the activities of Turkish construction companies in
Middle Eastern countries.
'- The population of the countrv is presentlv 51.4 million. With an average annual
population growth rate of approximatelv 2.2 percent, it is expected that Turkey
will reach a population of approximatelv 75 million bv the vear 2000 and will
become the second most populous countrv in Europe after the USSR.
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As reported in exhibit 10, the volume of construction work bv
Turkish companies was onlv S3. 5 billion in 1980, but reached SI
4
billion onlv three vears later. It is estimated that approximatelv 20
percent of this amount is transferred to Turkev in the form of
companv profits and savings of the Turkish workers engaged in
these construction projects. The importance of these amounts can
be better evaluated bv comparing them with the annual export
revenues of the countrv, which amounted to approximatelv S6
billion during each of the last two vears. The accounting problems
that arise as consequence of this development can be summarized
as follows:
1. Accounting practice must, for the first time, address foreign
currencv translation problems with Turkish companies as creditors.
This problem will arise primarilv in connection with the transfer
of foreign subsidiarv profits to Turkev and with the \aluation of
deposits kept in foreign currencv accounts. Even the regular
transfer of export revenues mav now lead to exchange rate
diff^erences. In fact, a new regulation allows exporters to record
their export revenues as late as three months after the completion
of the export transaction so that thev mav benefit from eventual
exchange rate increases. Turkish construction companies are re-
quired to record the amount of depreciation expenses of their
fixed assets used abroad and the allocated share of the general
administrative expenses of their main offices in Turkev. both in
foreign currencv.
2. A special problem facing the construction coinpanies is the
application of the percentage-of-completion method, widelv used
in Middle Eastern countries, presumablv under the influence of
Exhibit 10. Construction Contracts of Turkish Companies Working Abroad
Cumul. Totals in U.S. Dollars
Countries 19S0 19S1 1982 1983
Libva 2.346 7.100 8.167 8.565
Saudi .Arabia 0.684 1.130 3.302 4.125
Iraq 0.430 0.728 0.952 1.031
Jordan 0.011 0.043 0.043 0.108
U.A. Emirates 0.035 0.039 0.039 0.039
Kuwait 0.011 0.012 0.016 0.017
Others — — 0.057
12.576
0.143
Total 3.517 9.052 14.028
Source: Statistics of State Planning Organization.
1 1 4 THE INTERNATIONAL JOURNAL OF ACCOUNTING
international accounting standards or U.S and U.K. practice.
Mainly because of tax considerations, Turkish construction com-
panies prefer to use the completed-contract method for their
domestic activities; this is a practice quite understandable in an
environment of high inflation and interest rate.
3. The consolidation of foreign and domestic activities will be
another new problem for the accounting profession. Some large
Turkish construction companies doing business abroad have pur-
chased or participated in domestic corporations financially dis-
tressed by the tight money and credit policy of the recent govern-
ments. This development enhances the importance of consolidation
of foreign and domestic activities.
EDUCATIONAL FACTORS
The level and quality of accounting education are also important
factors shaping the Turkish accounting environment. Here again,
however, mutual interdependency should be considered. The de-
velopment of accounting education itself depends largely on the
level of the accounting profession and practice in a country.
Considering the economic and legal factors mentioned here, one
can conclude that accounting education will have a strong legal
orientation, with emphasis on the formal and material requirements
of the various laws.
This being the general framework, divergent approaches and
methods to be found in accounting education can be explained
largely by the diff^ering educational backgrounds of the respective
instructors or authors.
Foreign Influence
The diff^erences in the educational background of accounting
instructors in Turkey can be divided into three periods during the
last sixty years:
1. During the first period before 1926, the French impact on
accounting education prevailed. The main reason for this was that
the tax and commerce laws of this period reflected a French
influence. Furthermore, most of the instructors had been educated
either in France or by instructors using the French system.
2. During the second period from 1926 until 1960, the German
influence was dominant on accounting practice and education. The
new Commerce Law of 1926 was largely influenced by German
legislation. Most of the students going abroad went to Germany.
The greatest influence came, however, from the German professors
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who immigrated to Turkey in the early 1930s, fleeing the Nazi
regime in Germany. The first faculty of economics with a special
department for business administration was established within the
University of Istanbul in 1936.'"* The German approach to business
administration was a global one, covering the main functional areas
of production, marketing, and finance. Courses in financial and
cost accounting were offered at different levels. State economic
enterprises employed German consultants for the reorganization
of their accounting systems. The essence of this reorganization
consisted of creating uniform charts of account similar to the
decimal classification in Germany, together with guidelines for its
implementation. The introduction of an income tax system based
on the German model in 1950 was an additional manifestation of
the German influence. The changes in accounting practice were
also reflected in accounting education, such that the discussion of
the chart of accounts occupied a significant place in Turkish
accounting textbooks. Since accounting was conceived as a system
providing information for internal purposes rather than for finan-
cial reporting to external users, heavy emphasis was placed on cost
accounting.
3. The last and current period is characterized by the dominant
impact of U.S. accounting practice. U.S. influence had already
begun during the 1950s, especially in the course of the 1958
Marshall Plan's economic help programs and with the beginning
of U.S. business involvements in Turkey. More and more students
were sent to the United States for business education. Special
institutions and programs were established to introduce American
management theories and practices. The most important of these
is the Institute of Business Administration established at the Uni-
versity of Istanbul in 1954. This institute, founded in cooperation
with the Harvard School of Business and the Ford Foundation,
has contributed significantly to the introduction of American
management education to Turkey. The functional approach in
curriculum development began to be applied, with courses offered
in production, marketing, organizational behavior, finance, and
control, and with extensvie use of the case method. Among other
institutions introducing the American approach to accounting in
Turkey, the Middle East Technical University (in 1956) and the
Bosporus University, formerly American Robert College (in 1971),
'^ Professor Alfred Isaac deserves special mention in this context. F"or almost
twenty years, he has contributed extensively to the development of accounting
education in Turkey.
1 1 6 THE INTERNATIONAL JOURNAL OF ACCOUNTING
should be mentioned. English is used as the medium of instruction
at both, and they have special departments for business adminis-
tration. Some cooperative programs between Turkish and Amer-
ican universities (New York University, Cornell University, and
Michigan State University) should also be mentioned in this context.
Finally, the reorganization efforts for state economic enterprises
have contributed to the increase of the American influence as well.
In fact, the uniform chart of accounts and the guidelines for
financial reporting prepared for the SEEs, as previously mentioned,
were largely based on U.S. prevailing concepts and standards.
Institutions
Institutions at two different levels are presently engaged in ac-
counting education in Turkey. Special high schools of commerce
offer courses in accounting which are merely bookkeeping courses.
The purpose of these vocational schools is to train clerical personnel
for office work with special emphasis on accounting.
The scope and quality of accounting education at the university
level vary among universities.'^ Accounting is offered within fac-
ulties of administrative and economic sciences with special depart-
ments for business administration. The University of Istanbul is
the only university in the country with a separate faculty of business
administration. The Institute of Business Administration men-
tioned previously and a separate Institute of Accounting are related
to this faculty. Large universities also offer graduate studies,
including MBA and doctoral programs.
Curriculum
Although the accounting profession in Turkey does not enjoy the
high status that it does in the United States and United Kingdom,
accounting still occupies the top range in the curriculum of
undergraduate business programs."' Financial accounting is gen-
erally taught in two successive courses extending over a two-year
period. After an introduction and overview in the first course, the
second course focuses in more detail on adjustments and the
preparation of financial statements. Special courses on corporate
accounting may also be offered during the second yean Core
'^ Large universities in Istanbul, Ankara, and Izmir used to provide instructors
for newly established universities in other parts of the country on a temporary
basis. The new Law of Higher Education includes service in other universities as
a requirement for promotion.
'* The author had found in a special study at the Faculty of Business Administration,
Istanbul, that accounting courses constituted 23 percent of the four years' teaching
load (1979).
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courses on managerial accounting, cost accounting, and auditing
are included in the programs of the remaining two years. Special
courses dealing with accounting problems of different lines of
business, such as agriculture, transportation, and construction, as
well as accounting organization with emphasis on computer appli-
cations, are primarily offered as electives in undergraduate and
graduate programs.'^
The approach and content of accounting textbooks reflect the
educational backgrounds of the authors. The differences between
German and U.S. educational backgrounds are most clearly seen
in the systematic approach to topics, classification of accounts, and,
especially, in terminology. Discrepancies in terminology largely
stem from differences between the definitions of expenditures,
cost, and expense in German and American accounting theory.
Accounting instructors select the textbook best suited to their own
background for their courses. As mentioned earlier, the impact of
American accounting practice has increased considerably in the
last two decades. In the absence of a similar public auditing practice,
however, this impact on financial accounting and auditing can be
noticed only at the theory level. Emphasis in these courses is
principally on procedural aspects within the legal framework. As
managerial and cost accounting are not restricted with rules and
regulations, the impact of American accounting is much more
discernible in the these fields. In any case, these divergent ap-
proaches in accounting education cause many communication
problems for the accounting profession.
MBA programs offer functional courses providing a broad view
of management problems in the first year and have accounting as
a special field of concentration in the second year. Some large
universities have begun offering special one-year accounting pro-
grams within the last several years. Because the introduction of
public auditing is expected in the near future, these programs are
designed as preparatory programs for training public accountants.
Auditing courses focus heavily on accounting and auditing prin-
ciples and standards applied in the United States.
Doctoral programs include several quantitative courses in addi-
tion to special accounting courses. Most of the dissertations are of
a descriptive and analytic nature with extensive use of the protocol
method. Due to the lack of a capital market with disclosure
requirements, empirical research studies testing the market effects
" Computer programming is a required course, generalK during the second year
of the undergraduate programs.
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of financial reporting could not be conducted for many years.
Some promising research work has recently started, however, using
financial statement computer data-based information provided by
the chambers of commerce.
Universities, being well aware of the problems facing accounting
education, began organizing annual conventions in 1979 to discuss
the function of accounting education in the economic and social
development of the country and to improve its quality. The Turkish
Expert Accountants' Association also organizes seminars and pub-
lishes professional literature usually in close cooperation with
accounting educators.'^ The real improvement in Turkish account-
ing education will, however, depend largely on the organization
of the accounting profession and on the introduction of public
auditing with related regulations.
SURVEY ON ACCOUNTING PRACTICE
To complete this overview of the accounting environment in
Turkey, a survey of the current accounting practice will be pre-
sented. The survey format developed by Choi and Bavishi provides
a framework for comparative international surveys and includes
twenty-four countries; this format has been extended to Turkey.
Fifty-one of five hundred top corporations registered with the
Chamber of Commerce of Istanbul participated in this survey. The
Choi/Bavishi questionnaire consisted of thirty-two questions; some
were modified for clarification and some new questions were added
to obtain more information on Turkish accounting practice. To
provide greater comparability, the results obtained by the original
survey for the United States and Spain are presented with Turkish
results. In addition to the United States, Spain was selected from
the twenty-four countries of the original survey as a country with
an economic structure most similar to that of Turkey. The main
results of the survey, with additional comments on specific topics,
are summarized here.
Asset Valuation
The weighted average method of inventory valuation is most
widely used in Turkey, whereas FIFO appears to be the dominant
practice in Spain, and no single method predominates in the United
States. The lower of cost or market method (LCM) is permitted
by tax regulations only if the sales price of the inventory is at least
'^ The Turkish Expert Accountants Association (TEAA) is the only private
organization of accounting professionals and educators. Satisfactory completion
of an examination is required for admission.
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10 percent lower than its cost and 25 percent of the same inventory
has actually been sold at lower prices. Manufacturing overhead is
allocated to inventories in all three countries. The LCM method
for marketable securities is not applied in Turkey, whereas provision
for uncollectible accounts is the predominant practice. The opposite
appears to be the case in Spain for both instances.
Depreciation and Amortization
While straight-line depreciation for financial reporting is the pre-
dominant practice in the United States, different depreciation
methods allowed by tax regulations are also used in Turkey for
financial reporting. The straight-line method is most common, but
the double-declining method is also quite widely applied. The tax
regulation allows extraordinary depreciation for special circum-
stances. Investment tax credits are also extensively used to en-
courage investments, especially in underdeveloped regions of the
country. For qualifying projects, 20 to 50 percent of the investment
amount can be deducted from taxable income depending on the
kind, location, and size of the project. In a manner similar to U.S.
practice, intangible assets, including goodwill, are amortized. Am-
ortization of goodwill appears not to be a common practice in
Spain.
Tax Allocation
The problem of deferred taxes due to timing differences, as found
in U.S. practice, does not exist in Turkey. Differences between
taxable income and pre-tax accounting income are solely permanent
ones, mainly due to nondeductible expenses and nontaxable rev-
enues. This seems to be the case in Spain as well. Another important
divergence from U.S. practice is that the estimated amount of
taxes on the income of the current period is not disclosed in annual
financial statements. Tax accruals on the taxable income of the
previous period are recorded at the time of filing the tax returns
and declaration of dividends, which generally occurs at the end of
the first quarter of the year.
Reserves and Provisions
As in U.S. practice, discretionary reserves are not allowed in
Turkey, while the opposite appears to be the case in Spain. The
terms "reserve," "provision," and "retained earnings" used in
Turkish practice differ in their meaning from those in U.S. practice.
Ordinary and extraordinary reserves are legal or statutory allo-
cations from net income to special accounts within stockholders'
equity. Provisions represent appropriation of earnings for special
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purposes such as "renovation funds." A retained earnings account
includes the residual amount after the above-mentioned allocations
from the previous periods' earnings. The net income before taxes
of the current period is disclosed as a separate item on the annual
statements. Since tax and dividend accruals are recorded during
the year, they do not appear with their initial amounts on the year-
end financial statements. Provisions for contingent liabilities can
be allocated only if they are permitted by tax legislation or required
by special laws as in the case of insurance companies.
Long-Term Liabilities and Stockholders' Equity
Discounts or premiums on bonds and treasury stock transactions
could not be found in Turkey, as opposed to the situation in the
United States and Spain. This absence reflects the underdevelop-
ment of the capital market in Turkey. Most of the changes in
Turkish accounting practice may be expected in this field, however,
due to the new possibilities and regulations introduced by the
Capital Market Law.
Long-Term Financial Investments and Consolidation
The treatment of long-term investments and consolidation is aother
area of divergence between Turkish and U.S. practices. Although
ownership in other corporations and the establishment of con-
glomerate organizations have become rather widespread during
the last decade, the equity method and full consolidation have not
yet found wide application. The cost method is the dominant one
in current practice. While the cost method is also predominant in
Spain for investments up to 50 percent ownership, full consolidation
appears to be most common for higher participations.
Foreign Currency Translation
Diff'erences between Turkish and U.S. practices can also be seen
in foreign currency translations. The temporal method is not used
by Turkish corporations which have affiliations in foreign countries.
This seems also to be the case in Spain. Only a few companies
participating in the survey and having foreign affiliations responded
that the current year's average exchange rate has been used for
currency translation purposes.
Inflation Adjustment
Almost all companies participating in the survey confirmed having
made use of the possibility granted by tax legislation to restate
their fixed assets at the end of year 1982, as discussed earlier.
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Supplementary disclosure for inflation adjustment as in the United
States is not required in Turkey. The same seems to hold true for
Spain as well.
Setting Accounting Standards
Question 33 was added to the original survey to inquire of the
preference of firms concerning setting accounting standards. Of
fifty-one responses, thirty-six favored a professional organization
to be in charge of this responsibility, whereas the remainder
preferred governmental regulation. This interesting result may be
due largely to the positive attitude toward a free market economy
and the deregulation policy presently prevailing in the country.
CONCLUSIONS
This overview of the accounting environment and recent devel-
opments in Turkey leads to the following conclusions:
1
.
The accounting environment is dominated by legal requirements.
The Tax Procedure and Commerce Laws were the main factors
aff^ecting accounting practice until 1 982. The recent Capital Market
Law will definitely have a lasting impact on future developments.
2. The economic structure of the country has undergone drastic
changes over the last decades. The shift from a rural to a more
industrialized structure, from an economy oriented to the domestic
market to one more open to foreign markets, from family-owned
small companies to publicly held large corporations with more
complex economic transactions, will require the accounting profes-
sion to face new challenges.
3. The structural change in the economy has largely been accom-
panied by high inflation, soaring interest rates and rapid increases
in foreign exchange rates. The distortion of economic proportions
has led to numerous ofl^record transactions, making a sound
accounting practice almost impossible for many companies. Family
businesses with abnormally high debt/equity ratios were forced to
raise more equity capital. All this pressure has led to the intro-
duction of the Capital Market Law and to the legislation concerning
inflation adjustment.
4. With the establishment of the Capital Market Board (CMB), the
Capital Market Law represents the start of a new era for Turkish
accounting practice. The CMB has the authority to specify ac-
counting principles and standards to be observed by the profession.
The introduction of public auditing will ultimately be the next
step. The accounting profession and education are now faced with
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the challenge of contributing to the efforts of the CMB to regulate
accounting practice. A blind adoption of American generally
accepted accounting practices will obviously not fit the Turkish
environment. The standards must be tailored to the special cir-
cumstances and needs of the country. Until development of the
capital market reaches a certain level, the managerial use of
accounting information will receive more attention than external
use. Since the state economic enterprises hold a dominant share
in several key sectors of the economy, efficiency in the use of a
considerable amount of resources will depend on the management,
accounting, and auditing systems applied in these institutions.
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APPENDIX. SURVEY RESULTS
Questions
Original Turkish
survey ^ survey **
Countries
Turkey U.S.A. Spain
1
.
1 . Marketable securities recorded at
the lower of cost or market?
2. 2. Provision for uncollectible ac-
counts made?
3. Inventory costed using FIFO?
3. Inventory valuation method in
use?
a. FIFO
b. LIFO
c. W.Aver.(WA)
d. Other
4. 4. Manufacturing overhead allo-
cated to year-end inventory?
5. 5. Inventory valued at the lower of
cost or market?
6. Investment (participation) in an-
other corporation? If No go to
12
6. 7. Accounting for long-term invest-
ments: Less than 209^ ownership:
cost method?
7. 8. Accounting for long-term invest-
ments: 21-50% ownership: equity
method?
8. 9. Accounting for long-term invest-
ments: more than 50% owner-
ship: full consolidation?
9. Both domestic and foreign sub-
sidiaries consolidated?
1 0. Consolidated statements (balance
sheet and income statement) in-
cluding affiliated corporations
prepared?
1 1
.
Participations in foreign corpo-
rations included in consolidated
statements?
10. 12. Acquisitions accounted for under
the pooling of interest method?
11. 13. Intangible assets: Goodwill am-
ortized?
No** Yes
Yes
No
No**
No**
No**
Yes
Yes
Yes
Yes
Yes
Yes Yes No**
Mixed Mixed Yes
Majority: WA
2. Rank: FIFO
3. Rank: LIFO
Yes Yes Yes
No** Yes Yes
Majority: Yes
Yes
Cost
Yes
Yes
No**
Yes* Yes NF
Yes Yes No
Accounting Environment and Drt'elopinents in Turkey 125
APPENDIX (cont.)
Questions
Original Turkish Countries
survey # survey # Turkey U.S.A. Spain
12. 14. Any other intangible assets than
goodwill (example: patent, copy-
right, trademark, organization
cost) included in the balance
sheet? Yes Yes Yes
13. 15. Long-term debt includes matur-
ities longer than one year? Yes* Yes Yes
14. 16. Is discount or premium on long-
term debt included in your bal-
ance sheet and amortized? No** Yes Yes
15. Deferred taxes recorded when
accounting income is not equal
to taxable income? N/A Yes No
17. Estimated amount of the tax for
the current period included in
your balance sheet? No**
16. 18. Financial leases (long-term) cap-
italized? No Yes No
17. 19. Company pension fund contri-
bution contributed regularly? No Yes Yes
18. 20. Total pension fund assets and li-
abilities excluded from compa-
ny's financial statements? NF
19. 21. Research and development ex-
pensed? Yes
20. 22. Treasury stock deducted from
owners' equity? No
2 1 . Gains and losses on treasury stock
taken to owners' equity? No
22. No general purpose (purely dis-
cretionary) reserves allowed? N/A
23. 23. Dismissal (seniority) indemnities
accounted for on a pay-as-you-go
basis? Yes Yes Yes
If No for question 10, go to 27.
24. 24. Minority interest excluded from
consolidated income? No**
25. 25. Minority interest excluded from
consolidated owners' equity? No**
26. 26. Are intercompany sales/profits
eliminated upon consolidation? Yes*
Yes Yes
Yes Yes
Yes Yes
Yes Yes
Yes No
Yes NF
Yes NF
Yes Yes
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APPENDIX (cont.)
Questions
Original Turkish
survey # survey #
Countries
Turkey U.S.A. Spain
27. Basic financial statements reflect
a historical cost valuation (no
price level adjustment)
27. Did you make a valuation ad-
justment for 1982 according to
the tax regulation?
28. Supplementary inflation-ad-
justed financial statements pro-
vided?
28. Do you provide in your annual
reports, besides the adjustments
allowed by tax law, more com-
prehensive additional inflation-
adjusted financial statements?
29. Straight-line depreciation ad-
hered to?
29. Depreciation method used?
a. Straight-line (SL)
b. Accellerated (AC)
30. No excess depreciation permit-
ted?
30. Same depreciation method used
for fixed assets?
3 1 . Temporal method of foreign cur-
rency translation employed?
31. In case you have affiliated com-
panies or offices operating
abroad, exchange rate applied for
the calculation of the cost of
goods sold or services rendered?
a. Rate at last year-end (LYE)
b. Rate at current year-end (CYE)
c. Current year average (CYA)
32. 32. Currency translation gains or
losses reflected in current in-
come?
33. Which regulatory body should
set the accounting standards?
a. Government
b. Profession
c. Other
Yes No
Yes
Mixed Yes No
Mixed
No Yes Mixed
Majority: SL
No Yes No
Yes*
NF Yes No
Majority: CYA
No** Yes No
Majority: Profession
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APPENDIX (cont.)
Questions
Original Turkish Countries
survey # survey # Turkey U.S.A. Spain
34. Do you have an auditing contract
with an auditing firm? No**
35. Do you consider it useful all com-
panies applying a uniform chart
of accounts in Turkey? Yes
Key: Yes: predominant practice or opinion; Yes*: minor modifications, but still dominant practice; No: not
adhered to; No**: minority practice; Mixed: alternative practices followed with no majority; NF: not found;
N/A: not applicable.

The Egyptian Accountirig System: A Case Study
in Western Influence
RICHARD J. BRISTON and AHMED A. EL-ASHKER*
This article is designed to illustrate the difficulties which can
confront a developing country in establishing an accounting system
appropriate to its needs and resistant to inappropriate existing
pressure from the international accounting establishment (headed
by the Big Eight accounting firms) to conform to U.S. accounting
practice. The article traces the evolution of accounting in Egypt
and describes in detail the philosophy and structure of the uniform
accounting system which was established in the late 1960s. It
concludes with a discussion of the way pressure from private-sector
accounting firms currently threatens the existing system with the
possible result that it may eventually be replaced by the U.S.
system. The author perceives the U.S. accounting system to over-
emphasize private-sector financial accounting and external audit-
ing.'
EGYPTIAN ACCOUNTING DEVELOPMENTS BEFORE 1956
The first major national development in Egyptian accounting was
the Decree of Commerce enacted in 1883. This obliged merchants
to keep the following accounting records: (1) a journal to record
their daily transactions; (2) a book of goods to record the goods
under the company's control at the end of every financial period;
and (3) a record of correspondence to keep copies of the company's
* Richard J. Briston is the Hodgson Impey Professor of Accounting at the
University of Hull.
Ahmed A. El-Ashker is Senior Lecturer in Accounting at Paisley College of
Technology.
' See R. J. Briston, "The Evolution of Accounting in Developing Countries,"
International Journal of Accounting (Fall 1978).
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correspondence to and from debtors and creditors. Little change
was made to the legislation from 1883 until 1939 when the Income
Taxation Act was surprisingly passed. The act did not have any
direct effect on the accounting system, since its impact was indirect
in the sense that it obliged taxpayers to submit a tax return. This
return was to be ratified by a chartered accountant and supported
by copies of the final accounts and the balance sheet, which the
act stipulated should be extracted from "properly kept books."
Although the aim of that rule was to encourage the taxpayer to
keep books properly, the method by which this was to be done
was not specified; it was instead left to accepted accounting con-
ventions and the accountant's opinion as to whether a firm kept
books properly or otherwise.
In establishing accounting conventions, the Egyptian accounting
profession played a significant role in two main respects: first,
through accounting education which was developed by the gov-
ernment at both the high school and university level, ^ and second,
by maintaining regular channels of communication with profes-
sional and educational accounting bodies in the West. The national
accounting profession was not officially organized until 1958,
however, when the Egyptian Association of Chartered Accountants
and Auditors was chartered. Its charter required specific qualifi-
cations (academic certificate and experience) as preconditions for
practicing accounting as a profession. Prior to the issue of the
charter, anyone who believed he had a knowledge of bookkeeping
could claim proficiency and could have the right to practice as an
accountant. This resulted in a low and deteriorating standard of
accounting. Therfore, the association was an influence in restricting
the practice of accounting to qualified persons and, consequently,
in improving standards.^
A special act to regulate the administrative system in corporations
and limited companies was enacted in 1954. It introduced a
company disclosure system. The act gave companies the discretion
to choose a bookkeeping system, providing that it satisfied the act's
requirements. It also stipulated that the company's disclosure
system should be ratified by an auditor who should also give his
^ For a survey of the education of accountants in Egypt, see Matwalli B. Amer
and M. M. Khairy, "Accounting Education- in Egypt" in Accounting Education in
Economic Dei'elopment Managineent, ed. Adolf J. H. Enthoven (Amsterdam: North-
Holland, 1981).
' The structure of the Egyptian accounting profession is described more fully in
Matwalli B. Amer, "Impact of Public Ownership on the U. A. R. Accounting
Profession," International Journal of Accounting (Spring 1969), 49-61.
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opinion in his report on the system of bookkeeping in the company
and on whether its accounts were correct.
At that time, the prevailing Egyptian accounting system was
based primarily on the British system, with enterprises above a
certain size being required to appoint a qualified accountant to
act as auditor. At the same time, the financial transactions of
governmental institutions were audited by the State Audit De-
partment, which was broadly comparable with the Exchequer and
Audit Department in the United Kingdom, particularly in its
emphasis (at that time) on financial regularity rather than efficiency.^
The defects of the system before 1956 were the following:
1
.
As a result of the concentration of the legislation on the type
of books and records that were to be kept, rather than on principles,
definitions, and accounting terminology, accounting rules and
regulations varied considerably depending on the personal judg-
ments of the accountant in the enterprise. This resulted in such a
variety of accounting procedures and principles that the final
accounts and the balance sheet tended to be unreliable.
2. Although accountants tried to establish accounting conventions
based on generally accepted accounting principles, the application
of these principles was conditioned by the attitude of top manage-
ment and by the extent it wished to conceal rather than to portray
the actual financial position.
3. Following from these two points, the accounting information
that was supplied to governmental bodies (taxation, administration,
statistical, and planning) was unreliable and did not reflect the
actual financial position of enterprises.
THE PERIOD AFTER 1956
After 1956, Egypt, faced with the problem of limited economic
resources and continuous increase in population, realized that
economic resources should be placed under the full control of the
state to spur economic development. A series of nationalization
decrees was issued in 1956, 1961, and 1963 to eliminate the
dominant role of both foreign and large-scale, local private capital.
These nationalized enterprises were organized and categorized
into groups according to activity. Each group was placed under
the supervision of an "organization." The groups were classified
into sectors on the basis of supervision by a pertinent minister
The nationalized enterprises were the main enterprises in the
'' See Amer and Khairy, "Accounting Education in Egypt."
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Egyptian economy and represented approximately 30 percent of
total industrial activities. Housing ownership, small retail outlets,
and a minor portion of industry were left under private ownership.
The management of public-sector enterprises in Egypt is similar
to that for private-sector companies. Each enterprise has a board
of directors with the authority and responsibility to manage the
enterprise to achieve the most benefit of its available resources.
Management, represented by the board of directors, has significant
discretion in determining the company's policies in production,
marketing (local and foreign), pricing, and finance. Apart from
capital investment decisions, government intervention is not sig-
nificant. In the field of production, the government intervenes to
guarantee the supply of necessities and to coordinate the various
sectors of the economy to organize the processes of commodity
supplies.
The pricing of original goods is also under government control
to guarantee the low-income class its essential goods at reasonable
prices. Apart from essential goods, management has the discretion
to fix prices based on cost data and what it considers the market
can bean A firm can utilize both types of pricing if it produces
both types of goods (the government could specify some articles
in clothing and textile companies, for instance, essential, while the
other articles are not).
Investment decisions are not under management control. A
feasibility study must be prepared to support management sug-
gestions for expansion and/or replacement projects. The study,
which is conducted in some detail (showing the initial cost required,
the impact of the investment on other economic sectors, national
income, employment, foreign currency, and so on), is discussed at
the organization level by a specific committee which considers the
significance of the suggested investments, their impact on the econ-
omy, and the availability of economic resources. It has the power
to ratify the proposals wholly or in part. Management has total
discretion over small investments, such as for furniture and fixtures.
Planning
The first level in the process of national planning is the cabinet,
which recommends general objectives for the country as a whole.
The objectives are not intended as specific goals; rather, they
represent some of the targets and general policies which the
government chooses to adopt, such as increasing national income,
improving the standard of living, achieving more economic self-
sufficiency, adopting new economic policies, promoting light in-
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dustry rather than heavy (or vice versa), encouraging private capital,
and reducing (or increasing) subsidies to industry. The Ministry of
Planning is responsible for the next stage. The ministry, considering
the cabinet's recommendations, prepares a general plan for the
entire country. This plan specifies the goals to be achieved by each
economic sector and the interrelationship among these sectors.
The ministry responsible for each sector examines its role in the
general plan and may modify it under certain conditions subject
to the agreement of the Ministry of Planning. Plans having been
fixed at ministry level are then allocated to the various organizations
within the ministry, considering the ability of each organization to
achieve the required goals. The next step is to discuss the plan at
the level of the individual companies in each organization, consid-
ering the company's goals and needs and also the interrelationships
among companies under both the same and the other "organiza-
tions." Having discussed the plan at this final level, each company
prepares its budgets on the basis of standard schedules (designed
by the Ministry of Finance) and sends them before a specified date
to the supervising organizations and ministries, the bank with
which the company deals (cash budget), the Ministry of Planning,
and the Ministry of Finance. Aggregated budgets at the national
level are later discussed by the People's Assembly (Parliament).
When the budgets receive the latter's approval, they become law.
System of Returns
A system of returns has been designed to provide the Ministry of
Planning, the Ministry of Finance, the supervising ministry, and
banks with a flow of information to assist in the process of planning
and control. Companies are expected to submit regular returns in
which various aspects of the activities of the company should be
disclosed to these governmental bodies. Accounting, not surpris-
ingly, is significant in this system. Most, if not all, of the financial
information in the returns is taken from accounting records which
must be current and audited. Management also depends on the
information included in the returns, as well as other sources, in
the process of decision making. Management is not, however, the
only major user of information. Another user is the state, which
directs the national economy of the country. Consequently, it is
necessary that the state be supplied with the required information
at the appropriate time and with a high standard of accuracy. In
view of the state's dependence on accounting information as a
main source of information, the government realized that an
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accounting system had to be designed to achieve the following
objectives:
1. To provide the basic accounting information for planning,
implementation, and control at all levels of the economy on both
an internal and an external basis; internally, to provide management
at the company levels with reliable information on the progress of
their operations; and externally, to provide the Ministry of Plan-
ning, the Ministry of Finance, the supervising ministry, and the
Banking Administration with required information for the purpose
of planning and control at the national level.
2. To link financial accounting at the enterprise level to social
accounting at the national level. Such linkage would enable the
state to calculate accurately the national income, especially if the
terminology, accounting concepts, and standards used at the en-
terprise level were unified, a matter which would guarantee ho-
mogeneous and compatible data for national purposes. To achieve
that goal, the enterprise accounts would be designed in such a way
as to meet the needs of social accountants, as well as enterprise
accountants.
3. To facilitate the process of collecting, tabulating, and storing
data by an enterprise so that it may easily provide governmental
bodies with the required information. Tabulating data in a unified
manner would (1) facilitate the efforts of the nation to collect the
desired information, (2) ensure an improvement in the accuracy
of information, (3) shorten the time needed to collect data on all
economic activities in the country, and (4) enable management to
judge its performance through comparisons with similar enter-
prises.
A study of the status ofaccounting in Egypt before 1956 indicates
a clear need for accounting reform to fulfill these objectives. Before
1956, accounting concepts, terminology, rules, and regulations
varied considerably, depending upon an enterprise's point of view,
a situation which resulted in different accounting procedures and
principles so great that the financial reports of enterprises were
unreliable and not comparable. Furthermore, despite the fact that
accountants attempted to establish accepted conventions regarding
accounting principles and terminology, the application of these
principles depended on top management's point of view and its
desire to disclose the real financial situation or otherwise. Conse-
quently, the accounting information which was supplied to tax
authorities, statistical departments, and planning and control bodies
in the countrv was unreliable.
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In view of the urgent need to encourage economic development
in the country, a revolution in Egyptian accounting, rather than
an evolution, was then required. Such a revolution was needed to
help the country to remedy more quickly the accounting defects
just described to provide the country with the reliable information
it urgently required.
A new accounting system was introduced by the Egyptian Central
Accounting administration (CAA) in 1966. This system has the
following main features:
1
.
It is compulsory for all enterprises in the public sector, with the
exception of banks and insurance companies which have different
regulations. The applicability of the system to the private sector
is delegated to the relevant minister who decides whether the
system is to be applied or not, determined by the extent of its
importance in national planning and control. The system was
approved in December 1966 and has been applied from the
financial year January 7, 1967 to June 30, 1968.
2. The system is uniform. The main impetus for accounting
uniformity in Egypt came not from a concern with the disclosure
system but from the need for uniformity for planning and control
purposes, so that particular attention is paid to the standardization
of the measurement and definition of costs. The reason behind
this was the government's dependence on the accounting system
as an information tool to plan and control economic activities.
Further, the uniformity of the system also reflects the uniformity
of the financial period, the chart of accounts, and the disclosure
system.
3. The system is flexible. This flexibility is reflected in the estab-
lishment of a permanent committtee to provide a continuing review
and appraisal of the system and to suggest revision if the need
arises. Further, the code number in the accounts plan is regarded
as a minimum level of coding; enterprises may add additional
items, depending on their needs, provided that they consult the
relevant minister and acquire the approval of the CAA. Finally,
enterprises have the discretion to use any additional records which
management believes to be necessary to provide internal and
external bodies with statistical information.
The system's flexibility is of great importance, for such flexibility
enables it to respond to changing circumstances and to develop
new systems and new ideas. Consequently, there is less danger that
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such a Standardized system might lead to a superficial appearance
of uniformity and result in inflexible and unresponsive accounting
procedures.
The Salient Features of the Egyptian Uniform Accounting System
Accounts are classified in homogeneous classes in a manner which
assists in preparing national accounts, as well as satisfying the needs
of the traditional financial accountant. Exhibit 1 demonstrates this
classification, on the basis of which accounts are categorized into
two main categories: balance sheet accounts and operating accounts.
For accounts codification, a decimal system in which the accounts
are classified into classes is used as follows: Class 1: assets; Class 2:
liabilities; Class 3: uses of resources (which constitute the various
items of costs); and Class 4: resources (the revenue items).
Classes 5, 6, 7, 8, and 9 represent control accounts, which are
closed at the end of the accounting period and are kept for the
purpose of analyzing uses of resources in cost centers. Each class
number represents a control account of one of the five cost centers,
namely the production center, the production service center, the
marketing service center, the administrative and finance center,
and the capital transaction center.
The purpose of analyzing costs in these cost centers is to prepare
the production and trading account and the profit and loss accounts
and, simultaneously, to prepare the current operations account
(the main final account) at the end of the financial period. The
former accounts meet the needs of the financial accountant and
provide functional cost data, while the latter provides the social
accountant (at the state level) with the data required for national
purposes.
Further, the cost of self-constructed assets is analyzed and shown
separately in the capital transactions center control accounts. Cost
in this center consists of wages, material usage, services acquired,
and various transferred expenses which have been used for man-
ufacturing fixed assets in the firm. These items of cost should be
added to the cost of fixed assets, according to the type of assets,
and deducted from their corresponding accounts to exclude from
the final results any item which does not belong to the normal
operations of the firm.
These accounts and their subclasses have been clearly specified
in such a way as to avoid imprecision in their accounting treatment.
The items of cost included in each of the analytical accounts have
been clearly defined to avoid anv confusion in the allocation of
costs to the appropriate accounts.
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Moreover, in classifying the accounts, the information needs at
the macro level of governmental bodies and social accountants
have been considered. Capital investment is an example. At the
macro level, such investment is classified into capital investment
added and capital investment transferred. While the former con-
stitutes the actual increase in the capital resources in the country,
the latter represents movements in capital goods between enter-
prises at the micro level which do not affect the actual existence
of those goods at the macro le\'el. The purchase price of land and
of second-hand assets is consequentv considered as capital trans-
ferred, while other expenses which are incurred in adapting the
land and in acquiring new fixed assets are regarded as capital
added. To satisfv the financial accountant's needs at the micro
le\el. all capital expenditure that is incurred in an enterprise is
considered as capital investment, while to meet the social accoun-
tant's requirements at the macro level, those investments are
recorded in such a wav as to separate capital added from capital
transferred when disclosing this information to governmental bod-
ies. Furthermore, customs duties and all taxes that might be
included in capital investment are recorded in independent ac-
counts and revealed separately in firms' returns so that the effect
of taxes in capital investments can be calculated.
One more example from the operating and revenue side can be
cited. The svstem requires that an independent account be kept
for current transferred expenses, which should be disclosed sepa-
rately in the final accounts of the firm (current operating account).
The account, as a group account, includes the following subgroup
accounts: custom duties, production dues, excise, other taxes (such
as stamp tax, rates, and vehicle road tax), depreciation, rent, and
imputed costs. The reason for reporting these items independently
in the final accounts is to satisfy the macro-level needs of govern-
mental bodies which are interested in examining the impact of tax
legislation on the cost of goods.
For the same reason, imputed costs, such as imputed rent and
interest, are also shown. This provides these bodies with the
necessary data to prepare national income accounts without the
introduction of bias due to the financial structure of the firm or
because it owns its building.
The distinction between current transferred expenses and cur-
rent transfers might usefully be explained. Current transfers in-
clude gifts, contributions to others, fines, capital losses (resulting
from selling fixed assets or securities at less than their book value).
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prior years" expenses, rates, and income tax. The difference
between current transferred expenses and current transfers is that
while the current transferred expenses are regarded as part of the
costs of industrial operations, the current transfers are regarded
as appropriated transfers.
Linking Microaccounting to Macroaccounting
In addition to the needs of the social accountant included in design
of the structure of subaccounts, the svstem includes " "opposite twin
accounts" designed to link microaccounting to macroaccounting.
These accounts appear, at the same value, on both sides of the
current operation account. These opposite, twin accounts are
illustrated in Exhibit 2.
The existence of opposite twin accounts does not mean that the
accounts have no effect so that the\- can be cornpleteh' ignored.
In fact, thev have a significant role in linking the requirements of
social accountants with those of the financial accountant. Accounts
413 and 4183 in the current operation account help to calculate
the value of production at selling price according to the require-
ments of the social accountant. Accounts 358 and 359 offset the
effect of the preceding accounts and provide the financial accoun-
tant with necessar\- financial data to evaluate inventory at cost or
market price, whichever is lower. The surplus is affected bv imputed
interest when the figure for "surplus of normal operations"" is
determined, but that effect is offset bv the opposite accounts on
the resources side when the ultimate amount of distributable
surplus is calculated, and the surplus is shown excluding the effect
of imputed costs.
Exhibit 2. Current Operation Account
Uniform Uniform
account account
number Resources number Uses of resources
447 Variance of imputed rent 354 Variance of imputed rent
448 \'ariance of imputed inter- 357 \ariance of imputed inter-
est est
413 \ aluation of difference of 358 \'aluation difference of
finished inventory finished inventory
4183 Valuation difference of 359 Valuation difference of
finished goods purchased finished goods purchased
for sale for sale
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Disclosure System
Under the Egyptian uniform accounting system, firms must prepare
the following financial statements and final accounts: (1) balance
sheet; (2) statement of changes in financial position; (3) current
operation account; (4) production and trading account; (5) profit
and loss account; and (6) cash flow statement.
Balance sheet. Enterprises must prepare a balance sheet in the
normal two-sided form, with assets and liabilities arranged to reflect
a decreasing degree of liquidity. Intangible assets, such as good
will, are not included in the system, and the deferred revenue
expenditure account includes start-up expenses, the cost of exper-
imental operations (which incorporates costs that occur prior to
the regular operation), research, drawing and design, and interest
incurred before the regular operations and long-term advertising.
On the other hand, when recorded in the company's books,
fixed assets and their related depreciation should be allocated to
cost centers. One reason for such allocation is to facilitate the
preparation of the production and trading, and profit and loss
accounts.
Statement of changes in financial position. This statement indi-
cates the sources and uses of capital. It reports the items of capital
added separately from the items of capital transferred. Moreover,
customs duties on fixed assets and on inventory are shown sepa-
rately in the statement to indicate the effect of taxation legislation
on capital invested.
Current operation account. This account is divided into three
main sections. The first section reports the surplus or profit from
normal operations; the second reports income available for distri-
bution; the third indicates how distributable income is to be
allocated (an appropriation account). The diff^erence between the
surplus from normal operations and the income available for
distribution lies in the current transfers account on the expense
side and the transferred revenues account on the revenues side.
The former is to be deducted from the surplus from normal
operations, and the latter is to be added, to compute distributable
surplus.
Furthermore, the current operation account is a quick and
efficient tool for calculating value added in such a way to satisfy
the needs of the social accountant without sacrificing the needs of
the financial accountant. This is demonstrated in Appendix D,
which indicates that all of the items required to calculate value
added have been directly extracted from the account. The value-
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added statement is one of the main statements which should be
prepared by the firm and included in the performance appraisal
report.
Production and trading account, and profit and loss account.
The preparation of these two accounts is required to provide cost
data of the firm's manufacturing, selling, and administrative pro-
cesses. It provides a functional classification of cost which assists
in controlling the firm's functional activities. This is illustrated by
exhibit 3. On the other hand, the profit and loss account (exhibit
4) reflects the cost of administration and its efficiency, represented
in the difference between gross surplus of production and trading
and the net distributable surplus.
The preparation of these accounts causes the enterprise accoun-
tant little trouble at the end of the financial period since most of
the work has been completed during the year. While recording
transactions in the appropriate accounts during the year, the
Exhibit 3. An Outline of the Production and Trading Account
Gross
production
& trading
surplus
Gross
production
surplus
(+)
Subsidies
(-)
Cost of
marketing
centers
Revenues
from current
operations
(-)
Cost of
production
(+)
Cost of
purchased
finished
goods
Net sales
Cost of the difference
between beginning and
ending finished product
inventory. Variation
differences of finished
product inventory
(+)
Revenues from operating
others' materials
(+)
Revenue from service sold
(+)
Revenue from finished goods
purchased for sale
Cost of production centers
(+)
Cost of production
services centers
(-)
Cost of the differences
between beginning and
ending work in process
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Exhibit 4: An Outline of the Profit and Loss Account
Gross of production & trading
surplus
(+)
Revenue from securities
(+)
Net surplus Transferred revenues
Distributable
surplus
(-) (-)
Income tax Cost of administrative &
finance centers
(-)
Current transfer
bookkeeper also records them and charges them to cost centers.
For this purpose, the debit side of the cost account is divided
horizontally into columns to include the various cost centers, as
well as a column for the total amount. In the same way, while the
total amount is posted to the current operations account according
to the double-entry system, the totals of cost center columns are
used to prepare the production and trading account, and profit
and loss account. Recording the analyzed costs in such a system
occurs in a rather statistical fashion and is outside the double-
entry system. On the other hand, the analysis of costs according
to cost centers is the main task of the cost accountant who is
responsible for providing the bookkeeper with analyzed data based
on the primary recording documents.
In conclusion, while the current operations account is considered
the only final account to which cost and revenue items are posted,
the production and trading account, and the profit and loss account
are regarded as complementary accounts which are prepared
outside the double-entry system.
Cash-Flow Statement
This statement reports cash flow in the enterprise analyzed into
(1) the nature of expenses and revenues regarding which cash has
been paid or received, and (2) the type of enterprise with which
there have been transactions which have resulted in cash inflows
or outflows. Expenditures and revenues, current and capital, are
classified in the statement according to their classification in the
balance sheet and current operations accounts with some extra
detail or amalgamation where appropriate. Enterprises that deal
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with the firm are classified into domestic market enterprises and
foreign market enterprises. Domestic market enterprises are sub-
classified into (1) business-public sector, (2) service-public sector,
(3) private sector, (4) government sector, and (5) householders.
Foreign market enterprises are subclassified into (1) enterprises
that result in hard currency transactions, either into or out of the
country, and (2) enterprises that do not affect hard currency.
To facilitate the preparation of the statement in this manner,
subsidiaries' books (purchase books, sales books, cash book) must
be kept in a manner which identifies the type of enterprise in the
statement at the end of the period.
The Egyptian Accounting System and the Evaluation of Financial Performance
An individual or an organization interested in examining the
financial health of a firm will find it necessary to analyze the firm's
financial statements. The quantity of information that is disclosed
in financial statements and the extent of its reliability and its
segmentation, however, determine to a great extent the feasibility
and the dependability of such analysis. For example, some infor-
mation, such as cost of sales and the capital investments which
have not yet contributed to the firm's profit, might not be available
to the outside analyst, which would limit the value of financial
analysis or lead to misleading results. The Egyptian accounting
system has succeeded in eliminating this problem to a great extent,
for financial statements have been designed to help interpret the
firm's results and judge its performance, even for the external
analyst. The disclosure of incomplete projects as a separate item
in the balance sheet and the methods of classifying the inventory
in the balance sheet and of portraying costing data in the production
and trading, and profit and loss accounts are examples.
Incomplete projects (account 12 and its subgrouped accounts)
constitute those projects which have not yet been completed and
consequently have not yet contributed to the firm's profit. The
account incorporates the amounts which have been paid in advance
in the purchase of fixed assets which have not yet reached the
firm and the fixed assets that have arrived at the firm but have
not yet been used in production. Showing incomplete projects
separately in the balance sheet serves these functions:
1
.
Assists the interpreter of financial statements to exclude them
when relating the capital invested to profits in order to measure
correctly the efficiency with which the firm's assets have been used;
2. Assists the outsider who does not have access to internal
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information to prepare a more accurate estimate of a firm's profit
in the following year(s); and
3. Permits a better comparison between companies in the same
sector by avoiding distortion in the final results that might be
caused by not showing these projects.
Although inventory is classified in the balance sheet in the
normal (Anglo-Saxon) way, the Egyptian system requires more
detailed information, such as inventories of scrap, goods at other
enterprises, finished goods purchased for sale, and letters of credit
for the purchase of goods. Disclosing these items separately in the
balance sheet is useful for the interpretation of the firm's results
and the appraisal of its performance. For example, the disclosure
of scrap inventory in the balance sheet provides a crude measure
of wastage in the firm for those who do not have access to inside
information. On the other hand, inflated balances of "goods at
other enterprises" in the balance sheet might raise questions as to
the reason for keeping these goods at other premises. For example,
the reason could be that the firm depends on other enterprises
(public or private) to perform a part of the production process or
that it does not have sufficient stores. Or it may be some other
reason which may require further investigation, which would assist
the government in the process of control. Since the government
is keen to ensure that management is effectively using the economic
resources available to the firm, it would be important to ensure
that the firm's dependence on others for the provision of certain
manufacturing or storing facilities is due entirely to the need for
those facilities and is not intended merely to keep the suppliers of
those facilities in business. Although the mere disclosure of these
items in the balance sheet does not provide an answer to such
questions, it does direct the attention of the analyst to an area
that may need further exploration. Moreover, the production and
trading, and profit and loss accounts provide the reader with
information as to costs, which is of great importance in the analysis
of the company's results and in relating some of the balance sheet
items to the correspondent operating account items to calculate
inventory turnover and credit period. Further, companies, to
facilitate historical and sectoral comparisons, are required to pro-
vide comparative figures for the previous year. They are also
required to report budgeted data in the returns which they send
to governmental bodies to facilitate a comparison between the
financial information for the present year with that of the previous
year and that budgeted for the next year.
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The Egyptian Accounting System as a Source of Financial Information
One of the main objectives which the Egyptian accounting system
has been seeking and has succeeded in achieving is the collection,
tabulation, and storage of data by companies to provide govern-
mental bodies with the required information. Business practice
indicates that various kinds of information at different degrees
of detail can be easily collected at the national level within a
comparatively short time. Concerning wages, for example, much
information can be collected, depending on the factors which
governmental bodies wish to examine, such as the contractual
relationship between workers and overtime payments, age groups,
wages in kind, and contributions to national insurance. Permanent,
temporary, and seasonal wages, remuneration to outside experts
(home and overseas experts separately), overtime for extra hours
worked, official holidays, and incentive wages are additional ex-
amples of information which could be collected and reported to
the state at any level in a short time if the need arose.
When it is realized that similarly detailed information can be
readily obtained for all items of financial information both in the
operating and the balance sheet accounts, and that this information
is available in a uniform fashion, it is clear that the Egyptian
accounting system provides many advantages for the purposes of
economic planning and control. In practice, the Egyptian system
has proved successful in providing governmental bodies at the state
level, as well as management at the enterprise level, with reliable
financial information at the right time. As explained here, the
reasons for this success are these:
1. The accounts have been carefully preclassified. The classifica-
tion reflects the types of information required by governmental
bodies and simultaneously meets management's needs for financial
information;
2. The committee responsible for establishing the system incor-
porated a combination of many specializations: macroaccountants,
microaccountants, enterprise managers, government representa-
tives, bankers, and academics. The inclusion of these categories of
professions, especially macroaccountants and microaccountants,
ensured the interests of the various groups in the system would
be fully considered;
3. The application of unified accounting concepts ensures that
information is provided in a homogeneous form;
4. The provision of a training program for accountants and
146 THE INTERNATIONAL JOURNAL OF ACCOLNTING
bookkeepers at the enterprise level will enable them to understand
and absorb the system;
5. The stability and the flexibility of the system is reflected in the
uniform accounting classification which provides a limit or bound-
arv to firms within which thev have relatively little discretion, for
the enterprise's right to add additional accounts to the classification
is restricted. If the need for such an addition arises, an enterprise
must consult the relevant minister and obtain the approval of the
Central Accounting Administration. The flexibility is obtained by
establishing a committee whose responsibility is to supervise the
execution of the system, to add more accounts to the classification
if needed, and to review the system to incorporate any new ideas
that might appear appropriate; and
6. Accounts are regularly audited. The continuous auditing ap-
proach is adopted in Eg^pt. which minimizes the time that might
elapse between the occurrence of a mistake and its detection. The
structure of the auditing system is particularly important and is
described in detail in the next section."
The Organization of Auditing in Egypt
In Egypt, public-sector auditing is performed bv the Central
Auditing Organization (CAO). This body was formed in 1964 to
audit the utilization of the resources allocated to achieve the
objectives of the first national five-year plan (1959/60 to 1964/
65). Article I\' of Law Xo. 129 of 1964 gave the organization the
right to perform the following functions in controlling public
enterprises:
1
.
Auditing the records of the general plan for social and economic
development and records required for the follow-up of its imple-
mentation: and
2. Auditing costs and results of the various activities and comparing
them with planned objectives: verifying that investments were
achie\ ed in accordance with projected expenditures; and e\aluating
their results as compared with projected objectives.
Further, a 1964 presidential decree gave the CAO the right to
control the projects of the social and economic development plan,
and to follow their implementation for investments, production,
exports, employment, consumption, production efficiency, and re-
^ Further information on the operation of the uniform accounting svstem is given
in Central .Auditing Agency, The Uniform Accounting System (in .Arabic) (Cairo:
Central Auditing Agency, 1967); and Abdel-Pasit A. Radwan, The Uniform AccoujU-
ing System and a Study of General Principles in Unifying the Accounting Systems (in
Arabic) (Cairo: Anglo-Egyptian Publishing, 1971).
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duction of construction and production costs. This is achieved by
investigating and examining the records of these enterprises and
evaluating their results. Such an audit would involve, for example,
following the execution of investment projects according to esti-
mated costs and within the framework of the plan, controlling the
project's implementation according to schedule, checking the at-
tainment of objectives set for the production of goods and services
quantitatively and qualitatively, calculating changes in national
consumption, savings, and national income, and estimating the
plan's effectiveness in achieving economic balance among the
different sectors.
In addition to its responsibility for monitoring the national
development plan, the CAO is required to audit all institutions
which receive or spend public funds, including units of the General
Government Administration, public corporations and organizations
and their subsidiaries, and any institution subsidized by the state
or for which it guarantees minimum profits. In its performance of
this function, the CAO does not confine itself to routine financial
audit but also undertakes considerable work in respect to perfor-
mance evaluation.
This involves program auditing (measuring the degree of achieve-
ment of annual operating targets set for the various units subject
to CAO control), efficiency audit (measuring the degree of efficiency
of each unit in utilizing the resources available to it), effectiveness
auditing (evaluating whether government programs achieve their
expected objectives), and the examination of the implementation
of investment projects to ascertain whether investment projects
included in the national development plan are implemented within
their estimated costs and according to expected time schedules.
Finally, a central department of the CAO is required to follow
all financial violations discovered to ensure that appropriate dis-
ciplinary measures are taken against the individuals responsible,
and it can order the prosecution of any public employee if it
considers that the disciplinary measures taken against him by his
own employing agency are not compatible with the gravity of his
infraction. This prerogative is reserved for the president of the
CAO.
To perform these duties, the CAO has a staff of approximately
3,500 auditors with various qualifications in accounting, economics,
public administration, and business management, as well as in legal,
social, engineering, medical, and agricultural fields. These auditors
are assisted by approximately 1,200 administrative and general
services staff.
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THE CURRENT THREAT TO THE UNIFORM SYSTEM
One obvious result of the nationalization program and the creation
of the CAO was a substantial reduction in the amount and quality
of work available for private-sector accountants. The Big Eight
firms left Egypt in 1965, and the number of professional accounting
firms was greatly reduced. However, President Sadat's introduction
of the open-door policy in 1974 encouraged the investment of
foreign capital and this, together with his denationalization pro-
gram, has provided a major stimulus for private-sector accountants.
Many of the foreign firms investing in Eg\'pt have insisted on local
auditors in independent public practice as opposed to subjecting
themselves to government audit. Consequently, many accounting
firms have been formed, and they have enjoyed rapid growth. The
largest firm is Z. Hassan, H. Hassan, which has increased its staff
in Cairo from nearly 20 in 1974 to more than 130 currently.^
This firm is the Egyptian correspondent of Peat Marwick Mitchell,
while the second largest firm, Mostafa Shawki, is associated with
Arthur Andersen.
It is clear that the international accounting firms are now
attempting to re-establish their presence. The first International
Conference on Accounting and Auditing in Cairo in December
1980 included speakers from Peat Marwick Mitchell, Arthur An-
dersen, Coopers Sc Lvbrand, Binder Hamlvn Frv, Robson Rhodes,
Jolliffe Corke, and Inter Conseil (Paris). The recommendations
which resulted from this conference and from an earlier national
conference in June 1980 are very revealing, for they suggest that
private-sector accountants are making a strong attempt to encour-
age Egyptian accounting to adopt the British and American pattern
in which they would have a dominant position.
The main recommendations of the June conference are as
follows:
1. Obligatory auditing standards should be produced;
2. Professional ofiices should be allowed to participate in the audit
of public-sector companies;
3. Accounting standards conforming with generally accepted in-
ternational standards should be prepared;
4. A committee should be formed to attempt to identify the best
methods and procedures for dealing with inflation accounting,
although historical cost should continue to Be the basis for pre-
paring accounts;
^ M. Renshall, "New Stirrings in Accounting Profession," World Accounting Report
(February 1981), 25.
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5. Committees should be formed to study the possibility of estab-
lishing an accounting and auditing institute to represent qualified
professional accountants and auditors and also to study methods
of training prospective accountants; and
6. All professional services rendered in the fields of accounting,
management, economics, and insurance should be rendered through
the Egyptian offices which practice this type of work and are
registered with the syndicate. Foreign consultants should be allowed
to participate in these fields only through the agency of Egyptian
offices.'
The syndicate referred to is the Syndicate of Commerce Profes-
sions, which has approximately 300,000 members, each of whom
must have a commerce degree or the equivalent.^ Approximately
4,200 of these members are registered as auditors. At present,
any person with a commerce degree specializing in accounting and
auditors after three years' training in a practicing firm are entitled
to be entered in the register of accountants. After five years of
further practical work, they are entitled to act as auditors of joint
stock companies. A graduate may also qualify as an auditor by
completing a three-year training contract with a practicing member
of the Egyptian Society of Accountants and Auditors. He must
pass examinations at the end of the three years, but he is then
immediately entitled to audit joint stock companies. The society
has only approximately 130 members; it has registered nearly 250
students and is a member of the International Accounting Stan-
dards Committee.
The International Conference in December 1980 reiterated the
recommendations of the June conference and, in the field of
inflation accounting, proposed specifically to support the adoption
of current cost accounting.^ These recommendations are now being
implemented. There is also a strong lobby for changes in the law
which will enhance the position of accounting firms. These changes
include granting members of the Egyptian Association of Account-
ants and Auditors the sole right to act as independent auditors,
establishing the right of independent auditors to act as co-auditors
of public-sector companies, and requiring independent auditors to
pass a professional examination before registration is permitted.
' See Syndicate of Commerce Professions, Recommendations of the National
Conference on Accounting and Auditing (June 1980).
* See W. T. Baxter, "Finding and Building on Old Foundations," Accountancy Age
(18 September 1981), 25.
^ See Syndicate of Commerce Professions, Recommendations of the International
Conference on Accounting and Auditing (13-15 December 1980).
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Implementation of these recommendations and changes in the
law would represent a major move toward the adoption of the
British and American accounting system. In many ways this could
be very harmful. While it must be admitted that the uniform
system has not always worked smoothly in both its accounting and
its auditing aspects, its basic structure offers many advantages. In
particular, it provides the government with valuable information
in the field of economic planning and control, and it emphasizes
efficiency as opposed to mere financial compliance in the field of
audit. The establishment of a strong private-sector accounting
profession is likely to lead to an emphasis, in both training and
practice, on external auditing and on external financial reporting
to investors, areas which are of relatively low priority for the
purposes of economic development. Admittedly, a uniform system,
with its emphasis on the information needs of the government, is
not in itself incompatible with a strong private-sector accounting
profession. Experience suggests, however, that private-sector ac-
countants may over time distort that system by imposing upon it
accounting standards which are aimed at the needs of stock market
investors and which may differ significantly from the classifications
and definitions needed by the government. Finally, there is the
real risk that, as private-sector accountants prosper, they will be
able to attract the best-qualified accounting staff from the public
sector, thus reducing the quality of public-sector accounting and
auditing.
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APPENDIX A.
Uniform
account
number
Current Operations Account
For the period. . . .
Uniform
account
number
Revenues from normal
operations
Production at selling price
411 Net sales of finished produc-
tion
412 Cost of the difference be-
tween beginning and ending
finished production
413 Valuation difference of fin-
ished product inventory (the
difference between evaluatirig
finished product at selling
price and at cost price)
414 Cost of the difference be-
tween beginning and ending
work in process
415 Self-constructed assets
416 Revenues from operating oth-
ers' materials
417 Services sold
Finished goods purchased for
sale
4181 Net sales
4182 Cost of the difference be-
tween beginning and ending
of final goods purchased for
sale
4183 Valuation difference of fin-
ished goods purchased for sale
Subsidies
421 Production subsidies
422 Export subsidies
Losses from normal opera-
tions
(Carried forward)
Wages
311 Monetary wages
312 Wages in kind
313 The company's contribution
in national insurance
General expenditure
32 Commodity requirements
33 Service acquired
34 The purchase of finished
goods purchased for sale
35 Current transferred
expenses
351 Taxes and custom duties
3511 Custom duties
3512 Production excise
3513 Treasury excise
3513 Other taxes
352 Depreciation
3522 Buildings 8c construction
3523 Machinery & equipment
3524 Means of transportation
3525 Tools
3526 Furniture
3527 Animals
3528 Deferred revenue expendi-
tures
Rent expenses
353 Rent
354 Variance of imputed rent
Interest expenses
355 Local interest
356 Foreign interest
357 Variance of imputed interest
358 Valuation difference of fin-
ished production inventory
359 Variation difference of goods
purchased for sale
Surplus from normal opera-
tions
(Carried forward)
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APPENDIX A. (cont.)
Uniform
account
number
Current Operations Account
For the period. . . .
Uniform
account
number
Surplus from normal opera-
tions (brought forward)
43 Revenue from securities
44 Transferred revenues
441 Interest earned
442 Rents earned
443 Capital profits
444 Prior years' revenues
445 Fines earned
446 Other revenues
447 Variance of imputed rent
448 Variance of imputed interest
2812 Current losses
Distributable surplus
36
361
362
363
364
365
366
367
369
381
221
222
223
224
225
226
Losses from normal opera-
tions
(brought forward)
Current transfers
Gifts
Contributions to others
Fines
Capital losses
Prior years' expenses
Bad debts
Allowances (not for deprecia-
tion)
Income taxes
Distributable surplus
Current losses
Reserves
Legal reserve
Reserve for government
bonds
Reserve for financing expan-
sion projects
General reserve
Reserve for repayment of
government contribution
Reserve for increase in assets
prices
227 Other reserves
228 Forwarded surplus
Distributed surplus
2643 Employees
2641 State
2642 Shareholders
2644 Others
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APPENDIX B.
Production and Trading Account
For the period ....
Uniform
account
number
Uniform
account
number
414 Cost of the difference be-
tween the beginning and
the ending work in process
Cost of production (car-
ried forward)
Revenues from normal op-
erations
Production at selHng price
411 Net sales of finished prod-
uct
412 Cost of the difference be-
tween beginning and end-
ing firm's products
413 Valuation difference of
finished product inventory
(the difference between
evaluating finished prod-
uct at selling price and at
cost price)
416 Revenues from operating
others' materials
417 Services sold
Finished goods purchased
for sale
4181 Net sales
4182 Cost of the difference be-
tween beginning and end-
ing finished goods pur-
chased for sale
4183 Valuation difference of
finished goods purchased
for sale
Gross production deficit
(carried forward)
Gross production surplus
Subsidiaries
421 Production subsidiaries
422 Export subsidiaries
Gross production and
trading deficit (carried
forward to profit and loss
a( count)
531
532
533
535
631
630
633
635
534
358
359
731
732
733
735
Cost of production centers
Wages
Commodity requirements
Service required
Current transferred ex-
penses
Cost of production service
centers
Wages
Commodity requirements
Service acquired
Current transferred ex-
penses
Cost of production
(brought forward)
Finished goods purchased
for sale
Valuation difference of in-
ventory:
Finished product
Finished goods purchased
for sale
Gross production surplus
(carried forward)
Gross production deficit
Cost of marketing centers
Wages
Commodity requirements
Services acquired
Current transferred ex-
penses
Gross production & trad-
ing surplus (carried for-
ward to profit and loss ac-
count)
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APPENDIX C.
Profit and Loss Account
For the period ....
Uniform
account
number
Uniform
account
number
43
441
442
443
444
445
446
4461
4462
4463
4464
4465
Gross production & trad-
ing surplus (brought for-
ward)
Revenue from securities
Transferred revenues
Interest earned
Rent earned
Capital profits
Prior years' revenues
Fines earned
Others:
Revenues from scrap sold
\et deficit (carried for-
ward)
Net surplus (brought for-
ward)
Gross production 8c trad-
ing losses (brought for-
ward)
Cost of administration and
financing centers
831 Wages
832 Commodity requirements
833 Services acquired
835 Current transferred ex-
penses
Current transfer
Discount earned 361 Gifts
362 Contributions to others
Profit from raw material 363 Fines
sold 364 Capital losses
Commissions earned 365 Prior years' expenses
366 Bad debts
367 Allowances (not for depre-
ciation)
368 Rates
369
Net surplus (carried for-
ward)
Net deficit (brought for-
ward)
Income Tax
Distributable surplus
Appropriation Account
Surplus (profit) is distributed in the same manner as is shown in the
bottom of Current Operation Account (p. 151)
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APPENDIX D.
\'alue Added Statement
For the Period ....
Uniform
account
number Items
Production at selling price: All the items
which are shown in the current operation
accounts under the same title should be
shown here separately, i.e., from account
411 until account 4183)
34 Less: the purchase cost of finished goods
purchased for sale
\'alue of production and services at selling
price
42 Add: subsidies
3511 Less: custom duties
other taxes (such as stamps, rates,
and vehicle road tax)
Gross value added
Less: depreciation
Net value added at cost of factors of pro-
duction
Distribution of value-added
3 1 Wages
353 Rent
354 Variance of imputed rent
355 &: Interest (domestic and foreign)
356
357 Variance of imputed interest
358 Valuation difference of finished products
inventory
359 Valuation difference of finished goods pur-
chased for sale
Surplus from normal operations
XXX
XXX
Value of production and services at cost of
factors of production
32 Less: commodity requirements XXX
33 service acquired XXX
XXX
XXX
XXX
XXX
XXX
XXX
XXX
XXX
XXX
XXX
XXX
XXX
XXX
XXX
XXX
XXX
XXX
XXX
XXX

Performance of Accountants in Internatmial
Business
GARY A. LATANICH and JOHN KAMINARIDES*
As the pace of international trade quickens, the multiplicity of
accounting methods hinders further growth. This explains the
impetus for internationalization of the world's economies, in ad-
dition to the efforts to eliminate the differences in accounting
systems and standards, a process called harmonization. Another
major force behind harmonization is the need for companies to
raise outside capital.' This growing competition for domestic and
international funds has forced a certain amount of harmonization.
The importance of international business and accounting has now
been recognized at the undergraduate textbook level. Witness the
preface to an international accounting text in which Choi and
Mueller state that "academe now requires an international com-
ponent in higher education for business, as a condition for school
and curriculum accreditation."^
Although the recognition of the importance of international
business has been slower in the United States than in other
countries, it has increased since the mid-seventies. In 1974, the
American Assembly of Collegiate Schools of Business changed its
accreditation standards to include a requirement that the inter-
national dimension of business be added to the curricula. In 1978,
* Gary Latanich and John Kaminarides are respectively Associate Professor and
Professor of Fxonomics, Arkansas State Lniversitv.
This research was funded by the Southern Business Administration Association.
'J. S. Arpan and Lee H. Radebaugh, Accounting and Multinational Enterprises
(Boston: Warren, Gorham and Lamont, 1981).
^ Frederick D. S. Choi and Gerhard G. Mueller, International Accounting (Eng\ev/ood
Cliffs, N.J.: Prentice-Hall, 1984).
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the American Accounting Association specificalh' recommended
the internationalization of the accounting curricula. These official
actions indicate the opportunity and necessity for educators in
business and accounting to enhance the understanding of the
international dimension of their chosen field of study.
The specific purpose here is to determine the extent of expen-
diture of resources and effort attributable to the academic accoun-
tants in U.S. uniyersities. More specifically, in regard to interna-
tional business, how do academic accountants compare with other
disciplines in a college of business? The objectiye of this research
study was to suryey business faculty to determine ( 1 ) their formal
training in the area of international business; (2) their interest in
international business, as expressed through participation in profes-
sional meetings and membership in international business associ-
ations; and (3) their experience in the area of international business
as eyidenced by publications and research, and foreign language
capability.
METHODOLOGY EMPLOYED
A statistical sampling design was used. The mail questionnaire
method was chosen to obtain faculty responses. The suryey was
nationwide. Questionnaires with instructions were sent to the deans
of the college of business of 278 uniyersities to be giyen to randomly
selected professors in all disciplines. In total, 2,800 questionnaires
were sent to all schools selected for the suryey.
There were 730 yalid faculty responses to the sur\ey. The
percent distribution of these responses by size of institution is
reported in exhibit 1. The table indicates that schools of sizes
5,000 to 9,999 students and 10,000 to 24,999 students had a
Exhibit 1. Distribution of Faculty by Size of Institution
Size Percent
500- 999 2.7
1,000- 1,999 9.3
2,000- 4,999 18.9
5.000- 9,999 31.1
10,000-24,999 29.2
25,000-49,999 8.8
100.0
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majority participation in the survey. Their responses represented
60.3 percent of the total responses.
Exhibit 2 reports the percent distribution of responding faculty
by academic department.
SURVEY FINDINGS
Specialization in International Business
Of faculty who have a degree in international business or an area
of specialization in international business, the highest percentage
belonged to those in economics, followed bv those in business
administration (exhibit 3, column 1). The percentage of interna-
tional specialization in accounting was onlv slightlv better than for
the composite group called ""Others," of which 2.51 percent had
specialities in international business.
Exhibit 2. Distribution of Respondents by Department
Department Percent
Accounting 11.5
Economics 17.7
Finance 9.0
Management 19.9
Marketing 12.0
Business .Administration 24.7
Other 5.2
100.0
Exhibit 3. Distribution of Faculty by Discipline and Qualification
Department
12 3-4
Published or
Specializa- Experience unpublished
tion in Foreign in research in
international language intemaiional international
business capability business business
Membership
in an
international
Workshop business
attendance association
Accounting 2.71 8.12 8.56 6.61 7.54 5.27
Economics 23.32 25.85 18.66 21.39 14.96 15.98
Finance 15.53 4.70 7.45 11.76 12.26 4.32
Management 15.27 23.79 22.29 14.81 20.72 22.64
Marketing 18.86 17.39 15.22 17.50 17.11 20.37
Business
administration 21.67 17.39 24.03 19.55 23.67 22.74
Others 2.51 2.65 3.70 3.33 3.74 3.68
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Foreign Language Capability
As to foreign language capability, economics and management
faculty had the highest percentage of respondents with this char-
acteristic (exhibit 3, column 2). They were followed by marketing
and business administration faculty, with the accounting percentage
only exceeding the finance percentage.
Experience in International Business
The faculty members with the most experience in international
business were in the business administration departments, followed
closely by the management departments (exhibit 3, column 3).
Economics and marketing faculty lagged somewhat, while the
accounting faculty was next to last, with finance faculty having the
least experience in international business.
Published and Unpublished Research in International Business
The most prolific researchers in international business are in the
economics department (exhibit 3, column 4). The accounting
department members ranked lowest in having published or re-
searched in the area of international business.
Workshop Attendance
The faculty members most frequently attending international
workshops are in the business administration departments (exhibit
3, column 5). The lowest percentage of participants involved in
international business workshops belongs to the accounting de-
partment, 7.54 percent.
Membership in an International Business Association
Of the faculty reporting membership in an international business
association, business administration and management faculty have
virtually the same percentages (exhibit 3, column 6). The depart-
ment with the lowest percentage of faculty holding membership
in an international business association is finance.
POTENTIAL HYPOTHESES
While this study was not predicated on the belief that a productivity
differential existed, the findings beg the question of why the
accounting productivity differential should be so great. Four hy-
potheses will be offered in an attempt to explain the survey findings.
First, over 60 percent of the respondents were affiliated with
institutions having a student population of less than 10,000. In
such institutions, the standard teaching load is generally twelve
hours per semester. This teaching load has traditionally been
offered as an explanation for a lack of research productivity in
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many areas. While this is at times a possible explanation, in this
case, the focus is on relative differentials in terms of research,
experience, and foreign language, not absolute levels. To the
extent that they affect performance, twelve-hour teaching loads
affect performance in all departments. Our study shows that the
shortfall, with some exceptions, mainly affects accounting. Thus,
the argument of excessive teaching loads does not seem applicable
in this case.
A second hypothesis, a variation of the first, suggests that
standard teaching loads are misleading, and that differences en-
demic to certain academic areas more severely restrict professional
development. Specifically, in the accounting area, market demand
probably precludes most academic departments from giving re-
leased time from teaching for the purpose of research or other
professional activities. The degree of market demand in accounting
is reported in exhibit 4, column 4. The starting salary for new
doctorates in accounting is almost $6,000 higher than for those
in economics and more than $4,000 higher in other fields except
for finance. Finance salaries for new doctorates approximates the
accounting salary, and finance had the second lowest productivity
in the international area after accounting. A possible lack of
released time must be given serious consideration as an explanation
for the productivity differential. In addition, rapidly changing
technical information has been suggested as a complicating factor,
implying that the academic accountant must spend an inordinate
amount of time keeping abreast of current procedures in the field.
While plausible, it is not clear whether the increasing complexity
Exhibit 4. 1984-85 Business Faculty Salaries by Discipline
(1)
Professor
(2) (3)
Associate Assistant
professor professor
(Mean $ in 000)
(4)
New
doctorate
Accounting 44.3 36.4 31.2 33.4
Economics 42.0 32.8 27.3 27.7
Finance 45.0 36.7 32.7 34.5
Management
Marketing
41.2
43.5
33.9
35.4
29.4
30.8
31.1
33.1
Quantitative methods 43.5 34.6 30.7 31.5
Business education 35.3 29.2 24.5 25.5
Business law 39.4 31.6 26.5 25.6
Information
systems 41.5 35.2 30.4 33.8
Source: AACSB salary survey, and U.S. Department of Labor, Bureau of Labor Statistics.
162 THE INTERNATIONAL JOURNAL OF ACCOUNTING
in the accounting field exceeds the increased complexity generated
in other fields, such as economics, by the proliferation of theoretical
models; thus, we discount this explanation.
A third hypothesis suggests that the explanation lies in the salary
structure. Excessive market demand which is reflected by a large
salary differential may not generate the same incentive to produce.
In a publish or perish atmosphere, failure to publish may not imply
contract termination if a replacement cannot be found or can be
found only at a substantially higher price. While seemingly a good
economic argument, this is weakened when we examine the salary
structure of assistant, associate, and full professors. As we move
up the rank hierarchy, the salary differential in favor of accountants
narrows to near zero at the full professor rank, while productivity
shows no increase as the differential narrows. Unless new doctorates
are the only potential publishers, salary diff^erentials as an expla-
nation for the lack of productivity is weak at best.
A fourth hypothesis is actually suggested by information pre-
sented in exhibit 3. As column 1 of exhibit 3 indicates, the
percentage of respondents who have a specialization in international
accounting is only 2.71. It is more than slightly possible that
research, publication, experience, workshop attendance, or simply
interest in international accounting may be a lagged function of
the number of practitioners who majored or have degrees in the
international area. This being the case, once it is known that few,
if any, have a degree or specialization in international accounting,
it becomes equally obvious that other measures of performance in
the international area would also be low. Can the lack of specialists
in international accounting be attributed to the fact that it is a
new area? The answer would seem to be yes. In an article in the
Journal of Accounting Education, Agami discusses the appropriate
place for a course in international accounting (undergraduate
versus graduate level). ^ The article does not discuss the appropriate
location for a major in international accounting but only a single
course in accounting. He states that the number of known inter-
national accounting texts is only seven; readings texts, only eight;
journals specializing in international accounting number no more
than two. Such a void in terms of resources and terminally qualified
people, due to newness of the discipline, must be considered a
major limitation when assessing the relative productivities in the
area of international business.
^ A. M. Agami, "The International Accounting Course State of the Art," Journal
of Accounting Education, vol. 1, no. 2 (1983), 73-74.
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SUMMARY
Exhibit 3 presents the detailed distribution of international business
performance of faculty by academic discipline. It would appear
from these data that the degree of productivity of accounting
faculty in the area of international business is relatively low, in
most cases exceeding only finance (and the composite group
"Other").
It should be stressed that this study was concerned with relative
degrees of productivity. This is not to say that the absolute level
of productivity in international business in accounting is not
sufficient. What we do find is a relative lack of formal training
(specialization), experience (foreign language capability, actual ex-
perience, and research and publication), and interest (workshop
attendance and association membership).
While no one simple theory can completely explain the relative
lack of productivity, some possible explanations have emerged.
First, to the extent that market demand prevents accountants from
receiving released time for research, a productivity lag is to be
expected. Second, a favorable salary structure may strengthen the
bargaining hand of the academic accountant — especially new
doctorates, thus leading to a possible preference for mobility over
research and publication. Finally, to the extent that professional
activity in any area is functionally related to the number of trained
practitioners, the newness of international accounting mitigates its
relative performance.
Although current performance may not be as high in accounting
as it is in other disciplines, the need and opportunities for accoun-
tants in international business continue to grow. For all of the
world's economies, international trade has increased as a percentage
of their gross national product. For example, from 1965 to 1977,
foreign trade increased from 7 to 14 percent in the United States,
20 to 35 percent in France, and 30 to 42 percent in Germany.
This increased trade among nations suggests the need for increased
business and accounting harmonization, thus creating opportunities
for accountants in the area of international accounting.
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APPENDIX. INTERNATIONAL BUSINESS SURVEY, ARKANSAS STATE UNIVER-
SITY, COLLEGE OF BUSINESS
This SBAA-supported survey is being conducted to determine the qualifications,
interest, and emphasis of faculty members in regard to international business.
Please check or fill in the appropriate blanks.
1. Academic department and university.
2. Highest college degree held.
3. Date of last degree.
4. Present academic rank.
5. Into which age category do you fall?
6. Do you have a degree or an area of specialization in international business?
7. Is your institution accredited by AACSB?
8. If not accredited by AACSB, is your institution moving to meet AACSB
standards?
9. Does your institution have an exchange program with any foreign institutions?
10. Are the library holdings adequate in international business in your subject
area?
11. Have you published or researched in the area of international business?
12. Do you speak a foreign language?
13. Are you a member of an international business association?
14. Have you attended or participated, during the last three years, in any
international business workshops or meetings?
15. Do you have any applied experience in the area of international business
(including travel)?
16. In which courses that you have taken was international business discussed to
any significant extent?
17. In your opinion, what courses should contain international business topics?
18. In what courses generally taught by you should international business aspects
be introduced?
1 9. Should the emphasis on international business in college curricula be increased
or decreased?
20. Should international business topics be lumped into separate courses and/or
integrated into the "common body of knowledge"?
21. To what extent do your assigned texts adequately reflect the international
aspects of business?
REPLIES WILL BE HANDLED IN THE STRICTEST CONFIDENCE AND
WILL BE USED ONLY IN STATISTICAL ANALYSIS. PLEASE DO NOT SIGN
YOUR NAME.
Implementing the New Foreign Currency Rules
in Canada and the United States: A Challenge
to Professional Judgment
J. H. AMERNIC and B. J. B. GALVIN*
The Financial Accounting Standards Board (FASB) in the United
States and the Canadian Institute of Chartered Accountants (CICA)
have been making "second attempts" to set generally accepted
standards for the translation of foreign currency financial state-
ments. In addition, the U.K.'s Accounting Standards Committee
issued its first comprehensive standard on the topic in 1983.' The
foreign currency translation issue has had a complex and at times
acrimonious history, not only in Canada and the United States,
but also in the United Kingdom, and elsewhere.^ In Canada, the
previous authoritative pronouncement (Section 1650 of the CICA
Handbook) was suspended on February 23, 1979, only four months
after its promulgation, and revised and re-introduced in June 1983
to conform in essence with FASB No. 52. The controversy sur-
*
J. H. Amernic is Professor of Accounting, Faculty of Management Studies.
B.J. B. Galvin is Associate Professor, Department of Economics, at the University
of Toronto.
1 his paper is part of a research study supported by the Candian Certified General
Accountants Research Foundation.
' Financial Accounting Standards Board, Statement oj Financial Accounting Standards
No. 52 — Foreign Currency Translation (Stamford, Conn.: FASB, 1981); Canadian
Institute of Chartered Accountants, Section 1650, "Foreign Currency Transla-
tion," CICA Handbook (Toronto: CICA, 1983); and Accounting Standards Com-
mittee, Statement of Standard Accounting Practice No. 20 — Foreign Currency Trans-
lation (Toronto: ASC, 1983).
^ See C. W. Nobes, "A Review of the Translation Debate," Accounting and Business
Research (Autumn 1980), for an excellent overview of events in the United States
and the United Kingdom up to 1980, especially Table C, 423.
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rounding FASB No. 8 from its inception to its replacement by
FASB No. 52 is well known.
Both the FASB and the CICA have adopted positions on foreign
currency translation which require the explicit exercise of profes-
sional judgment on the part of preparers (managers) and auditors.
Our purpose in this paper is to assess empirically the potential
success of the exercise of this judgment in the application of the
new foreign currency translation rules. The new requirements
center on the degree to which the foreign investee's operations
are independent of the investor company. Those foreign operations
which are independent are translated using the current rate method;
those which are not are translated using the temporal method.
The FASB uses the concept of "functional currency" to determine
whether or not the foreign investee is independent. A firm's
functional currency is defined by the FASB:
An entity's functional currency is the currency of the primary economic
environment in which the entity operates; normally, that is the currency
of the environment in which an entity primarily generates and expends
cash.^
FASB No. 52 essentially requires that the current rate method be
used if the firm's functional currency is the foreign currency, and
that the temporal method be used if the functional currency is the
parent company's currency.
The Canadian pronouncement in (revised) Section 1650 accom-
plishes the same classification by using the investee classifications
of "integrated foreign operations" and "self-sustaining foreign
operations" and thus does not employ the functional currency
concept.^ In the Canadian approach, Section 1650 defines an
integrated foreign operation as one "which is financially or oper-
ationally interdependent with the reporting enterprise, ..." and a
self-sustaining foreign operation as one "which is financially and
operationally independent of the reporting enterprise. . . ."^
The CICA provided certain criteria in an appendix to the
' FASB No. 52, 3, 77.
* For a critical discussion of the functional currency approach, see Joel H. Amernic
and Brian J. B. Galvin, "Foreign Currency Translation: The Debate Goes On,"
CA Magazine (March 1981). In this article, we argued for using a classification
plan very similar to the one which the CICA uses.
^ Both definitions make it clear that it is the degree of exposure to exchange rate
changes that determine the foreign operation's classification as "integrated" or
"self-sustaining." In the former case, exposure extends to all transactions and
activities as if they had been undertaken by the reporting enterprise; in the latter
case, exposure is limited to the reporting enterprise's net investment in the foreign
operation.
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exposure draft preceeding the reissuance of Section 1650 in order
to help managers and auditors decide whether a particular foreign
operation is integrated or self-sustaining.''
Both the new Canadian Section 1650 and FASB No. 52 are
based on the normative concept that different types of foreign
currency operations should be accounted for differently.^ Putting
aside the rather thorny question of whether or not "self-sustaining"
subsidiaries (or, in the terms of FASB No. 52, those subsidiaries
whose functional currency is the foreign monetary unit) should be
consolidated at all, these two documents represent an explicit
recognition by the accounting profession in both countries that
"different circumstances" require different accounting techniques
for fair presentation. Other recent pronouncements in the two
countries have both provided support for and against this concept;
for example, FASB No. 13 and CICA Handbook Section 3065
permit accountants to exercise professional judgment in discrimi-
nating between capital and operating leases for leasees while, on
the other hand, FASB No. 2 requires that all research and devel-
^ Canadian Institute of Chartered Accountants, Appendix A, Exposure Draft —
Foreign Currency Translation, reproduced here as exhibit 3.
' Perhaps the most comprehensive attempt at drafting a theory of translation
within a normative accounting theoretic framework is that by Patz. See Dennis
Henry Patz, "A General Theory for the Translation and Consolidation of Foreign
Accounts" (Ph.D. dissertation. The University of Texas at Austin, 1975), and
Idem, "The State of the Art in Translation Theory," Jouriial of Business Finance
and Accounting, vol. 4, no. 3 (1977), 311-25. Patz theorizes that if the parent-
subsidiary relationship is of a "proprietary" nature, "maximization of remittable
earnings" is the pre-eminent objective of the firm, and measuring remittable
earnings is of fundamental importance. He argues that a temporal approach would
best accomplish this objective. On the other hand, if the parent-subsidiary
relationship is of an "entity" nature, "local position and success in local operations,
is seen as the appropriate focal point for periodic reporting . . . [and] the utility
of foreign held resources of interest to users of translated accounting data is their
foreign utility, the command over goods and services they bestow upon the
multinational entity abroad" ("The State of the Art," 319). Consequently, the
focus is now on the restatement of the foreign operations' financial results in
domestic dollars, and the preservation of financial relationships in the foreign
statements. Thus, the current rate method might be appropriate here.
The relationship of Patz's "proprietary" classification to the CICA's "integrated"
foreign operation is obvious, as is the relationship of the "entity" classificaticjn to
the "self-sustaining" foreign operation. That "different circumstances" should
result in different accounting techniques being used (a normative statement) seems
to be one of the more accepted suggestions in the literature. Whether in fact
differences in circumstances lead to different accounting techniques being adopted
by reporting companies is a moot point — some systematic evidence exists to the
contrary. See, for example, Lanny G. Chasteen, "Fxonomic Circumstances and
Inventory Method Selection," ABACI'S (June 1973), 22-27, for U.S. evidence, and
Joel H. Amernic, "Accounting Practices in the Canadian Petroleum Industry," CA
Magazine (March 1979), for Canadian evidence.
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opment expenditure be expensed as incurred, thus ignoring pos-
sible economic differences.^
Even though the mandate to exercise judgment in FASB No. 52
and CICA Section 1650 is attractive,^ and much less arbitrary than
pronouncements such as the withdrawn FASB No. 8 (which re-
quired all foreign investees to be accounted by using the temporal
method) and FASB No. 2, very often the exercise of professional
judgment is complicated by the fact that the underlying variable
is continuous (for example, the degree to which a foreign investee
of a Canadian firm is integrated or self-sustaining), while the output
of the decision is dichotomous (for example, for FASB No. 52 and
new Canadian Section 1650, either the current rate method or
the temporal method is used).
If the distribution of companies on the continuous underlying
variable is U-shaped, as in exhibit 1, classification errors may be
expected to be minimal. Thus, investees whose results are reported
using the current rate method will be clearly self-sustaining; those
whose results are reported using the temporal method will be
clearly integrated. On the other hand, if the distribution of
companies takes on an inverted U-shape, as in exhibit 2, virtually
identical foreign subsidiary situations may be classified differently
by different accountants, and the number of misclassifications would
be expected to be large.
The situation is further complicated when we attempt to make
operational the underlying continuous variable by looking at spe-
cific indicators. For example, the CICA exposure draft contains
an appendix (reproduced in exhibit 3) which identifies "[some] of
the matters to be taken into consideration in establishing whether
the foreign operations would be classified as integrated or self-
sustaining." What if different indicators give different signals? For
instance, what if the CICA's "sales market" criterion presented in
exhibit 3 suggests an integrated operation, but the "financing"
criterion suggests a self-sustaining operation?
These two problems of (1) the possibility that most foreign
* The recently issued FAS No. 86 modified this and permits capitaHzation of
certain computer software development costs if they meet defined criteria, but
all other research and development costs continue to be expensed.
^ The exercise of professional judgment becomes crucial in identifying which of
the "different circumstances" is present in a given situation. CICA Section 1650
explicitly refers to the need forjudgment in paragraph . 1 0; "Professionaljudgment
is required in evaluating the economic factors which determine the exposure of
a reporting enterprise to exchange rate changes." (The paragraph then indicated
six factors, such as cash flows, sales prices, etc., which should be considered — a
list similar to Appendix A of the exposure draft — see footnote 6 of this article.)
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Exhibit 1. Distribution of Foreign Subsidiaries
along a Continuum Representing the Degree of Independence
from the Domestic Parent — Case A
Number of
firms
Low independence
Region of classification
errors
High independence
Degree of independence
Corresponds to "integrated for-
eign operations" under the Ca-
nadian Section 1650 and a situ-
ation in which the U.S. dollar is
the functional currency under
FASB No. 52.
Corresponds to "self-sustaining
foreign operations ' under the
Canadian Section 1650, and a
situation in which the foreign
monetary unit is the functional
currency under FASB No. 52.
operations are neither clearly dependent nor clearly independent
on the basis of some overall measure, and (2) the possibility that
specific measures may conflict, lead to the following: in situations
in which it is not obvious which of two equally acceptable but
mutually exclusive accounting methods may be used, and the two
methods result in materially different reported results, pressures
other than the desire for fair reporting may enter into the decision.
In such situations, the external auditor may be hard-pressed to
defend his or her view to management because of the ambiguity
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Exhibit 2. Distribution of Foreign Subsidiaries
along a Continuum Representing the Degree of Independence
from the Domestic Parent — Case B
Number of
firms
Low independence
Region of classification
errors
Degree of independence
High independence
of the underlying evidence. It is probable that the foreign currency
translation situation under the new FASB No. 52 rules and the
CICA Section 1650 is such a case since:
1
.
It may be difficult to distinguish self-sustaining from integrated
foreign operations (CICA) or — equally — situations in which the
functional currency is the foreign currency from situations in which
it is the domestic currency (FASB No. 52).
2. The two methods — current rate and temporal — lead to
radically different reported results. Under FASB No. 52 and CICA
Section 1650, use of the temporal method generates income
effects,'" while use of the current rate method results in a debit
or credit to equity. The differences are material, and thus could
'"The Canadian Section 1650 defers and amortizes the translation adjustments
(par. .23), while FASB No. 52 flows them through income.
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Exhibit 3. Appendix A of CICA's Exposure Draft
As noted in par. 10, whether the activities of a foreign operation are integrated
or self-sustaining depends upon the economic facts and circumstances surrounding
those operations. It is neither possible nor desirable to provide unequivocal criteria
to establish how a reporting enterprise should classify foreign operations whose
financial statement items or accounts are being incorporated in its financial
statements. Although such an approach might accomplish uniformity, the relevance
of the resulting information might well be questioned.
Some of the matters to be taken into consideration in establishing whether the
foreign operations would be classified as integrated or self-sustaining are as follows:
Integrated foreign operations
(a) Cash flows of the foreign operation
directly impact the cash flows of the
reporting enterprise on a current basis
and are readily available for remittance
to the reporting enterprise.
(b) Sales prices for the foreign opera-
tion's products are determined by
worldwide competition or by interna-
tional prices, and are primarily respon-
sive on short-term basis to changes in
exchange rates.
(c) The sales ynarket for the products of
the foreign operation is dependent on
the market for the products of the
reporting enterprise.
(d) Labor, material and other costs for the
foreign operation's products or ser-
vices, on a continuing basis, are pri-
marily costs for components obtained
from the reporting enterprise or its
associated companies.
(e) Financing is primarily from the re-
porting enterprise; or funds generated
by the foreign operation's activities are
not sufficient to service its obligations
and infusion of additional funds from
the reporting enterprise is required.
Self-sustaining foreign operations
Cash flows of the foreign operation do
not have a direct impact on the cash
flows of the reporting enterprise.
Sales prices for the foreign operation's
products are determined more by local
competition or local government reg-
ulations than by worldwide competition
and international prices; such sales prices
are not primarily responsive on a short-
term basis to changes in exchange rates.
The sales market for the products of the
foreign operation is independent of the
market for the products of the report-
ing enterprise.
Labor, material and other costs for the
foreign operation's products or services
are primarily local costs, and are not,
on a continuing basis, primarily reim-
bursements of costs of the reporting
enterprise or its associated companies.
Funds generated by the foreign operation
are sufficient to service existing and
normally expected debt obligations (both
local and foreign) without the infusion
of additional funds by the reporting
enterprise. Financing arrangements
would normally be made by local man-
agement (this would not necessarily be
negated by a policy of the reporting
enterprise to centralize financing ar-
rangements for all operations in the
group).
Intercompany transactions are not a dom-
inant part of the foreign operation.
It should be emphasized that the matters outlined above, which should be
considered both individually and collectively, are merely indicators of how the
foreign operation should be classified.
(f) Intercompany transactions are a dom-
inant part of the foreign operation.
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be justified onlv if thev reflect "diff^erent circumstances." It is in
these situations that the view of the "positivist school" ofaccounting
scholars may be most relevant."
Our focus in this paper is on an empirical assessment of the
degree to w hich different measures of investee independence give
difi^erent signals — thus, our main interest concerns problems of
implementing the rules in the new U.S. and Canadian foreign
currency positions. Measures of investee independence are exam-
ined in the following two major wavs:
1
.
An examination of the distribution of various aggregated and
disaggregated investee independence criteria. Ideally, as suggested
previously, measures of investee independence should exhibit a U-
shape to minimize classification "errors" and possible conflict
between auditors and client. Thus, we can form the null hypothesis
that the measures do have a U-shape, and we can examine actual
measures of investee independence for a sample of Canadian
companies.
2. An examination of the diff^erent signals provided by diff'erent
measures of independence for the same investee. Ideally, difi~erent
measures of independence should give the same signal, again to
minimize classification errors and auditor-client conflict. Thus, we
can form the null hypothesis that various measures of investee
independence are significantly correlated.
MEASURES OF INVESTEE INDEPENDENCE AND THE SAMPLE COMPANIES
The sample firms described here were administered a questionnaire
that included several questions related to the degree to which
foreign investee companies were "independent." The questions
are listed in exhibit 4; it may be seen that they are similar to FASB
No. 52 and Candian Section 1650 independence guidelines.
The questionnaire was sent to a sample of 203 Canadian public
" The "positivist sciiooi" is represented by papers such as Ross L. Watts and
Jerold L. Zimmerman, "Towards a Positive Theory of the Determination of
Accounting Standards," Accounting Rniru' (January 1978), 1 12-34. Authors writing
in this area are interested in forces determining accounting standards. As Watts
and Zimmerman state (pp. 1 12 and 1 13): "Such a theory will help us to understand
better the source of the pressures driving the accounting standard-setting process,
the effects of various standards on different groups of individuals and the allocation
of resources, and whv various groups are willing to expend resources trving to
affect the standard-setting process. This understanding is necessary to determine
if prescriptions from normative theories . . . are feasible." Recently, the "positivist
school" in accounting has been harshlv criticized on methodological grounds. See
Charles Christenson, "The Methodologv of Positive Accounting," Accounting Rei'ieu'
(January 1983), 1-22.
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Exhibit 4. Independence Questions and Responses
How would you rate the degree to which the foreign operation(s) is (are)
independent in each of the following areas?
(Note; If there are major differences among foreign operations, please indicate
below or overleaf).
ir
Marketing n = 72
Highly
(dependent
1 2 3 4
Highly
dependent
5
number 30 16 10 5 11
percent 41.7 22.2 13.9 6.9 15.3
Personnel policies n = 74 1 2 3 4 5
number 23 18 15 9 9
percent 31.1 24.3 20.3 12.2 12.2
Capital investment n = 73 1 2 3 4 5
number 2 9 9 27 26
percent 2.7 12.3 12.3 37.0 35.6
Accounting and control systems
n = 73 1 2 3
number 13 9 18 16 17
percent 17.8 12.3 24.7 21.9 23.3
Raising capital n = 73 1 2 3 4 5
number 5 4 8 10 46
percent 6.8 5.5 11.0 13.7 63.0
Tax planning n = 72 1 2 3 4 5
number 13 7 12 17 23
percent 18.1 9.7 16.7 23.6 31.9
Research and development
n = 68 1 2 3 4 5
number 13 8 14 10 23
percent 19.1 11.8 20.6 14.7 33.8
2. Please indicate whether Canadian headquarters of the foreign operation has
primary responsibility in the following areas:
" Primary responsibilities •
Subsidiary
Canadian headquarters management Mixed
• Upstream dividend deci- 1 number 70 2 3
sions (i.e., amount and percent 95.9% 4.1%
timing) n = 73
•Financing decisions ff)r for- 1 58 2 14 2
eign operations (n = 74) 78.4% 18.9% 2.7%
• Asset-liability mix decisions 1 42 2 27 3
for foreign operations 57.5% 27.0% 5.5%
(n = 73)
• Preparation and analysis of 1 64 2 5 3
exchange rate and expo- 88.9% 6.9% 4.2%
sure forecasts (n = 72)
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Exhibit 4 (cont.)
3. What percentage of management in your foreign operations are local citi-
zens?
Percentage
1-25 26-50 51-75 76-99 100
a. Top management
n = 73 1 2 3 4 5 6
number 5 6 4 2 29 27
percent 6.8 8.2 5.5 2.7 39.7 37.0
b. Middle management
n = 74 1 2 3 4 5 6
number 1 3 4 2 22 42
percent 1.4 4.1 5.4 2.7 29.7 56.8
4. Please rate the importance of the following items when making a material
foreign investment (e.g., expanding an existing operation, setting up a new
operation, etc.).
Very Somewhat Unim-
important important portant
' Impact of translation gains or losses
(n = 75)
' Effect on overall foreign exchange
exposure (n = 75)
Impact on reported earnings
(n = 74)
Impact on cash flow (n = 75)
Impact on dividends from
subsidiary (n = 71)
1
number 8 37 30
percent 10.7 49.3 40.0
1 2 3
number 16 44 15
percent 21.3 58.7 20.0
1 2 3
number 53 17 4
percent 71.6 23.0 5.4
1 2 3
number 59 10 6
percent 78.7 13.3 8.0
1 2 3
number 23 28 20
percent 32.4 39.4 28.2
companies having foreign direct investment.'^ The sample repre-
sented a cross-section of companies in terms of size, industry, and
'^ The questionnaire survey was done in the summer of 1982; that is, after the
issue of FAS No. 52 and the Canadian Exposure Draft, but before the issuance
of the (revised) Canadian Section 1650.
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other characteristics. Seventy-five companies responded after one
follow-up for an overall response rate of 36.9 percent. The
companies are listed in exhibit 5. Non-response bias was checked
by comparing size (as measured by revenues and by total assets)
of respondents and nonrespondents. On average, the respondent
firms tended to be larger than the nonrespondents; thus, our
discussion is mainly applicable to large Canadian corporations
having foreign subsidiaries. The responses to the questions are
given in exhibit 4, along with the distribution of the responses.
Exhibit 5. List of Responding Companies
Alcan Aluminum Ltd.
Atco Ltd.
Bank of Montreal
Bralorne Resources Ltd.
Brascan Ltd.
British Columbia Forest Products Ltd.
B.C. Timber
Budd Canada
Cadillac Fairview
CAE Industries
Canada Cement LaFarge Ltd.
Canadian General Electric
Canadian Manoir
Canadian Occidental Petroleum
Canadian Pacific Ltd.
Carling O'Keefe
Chieftain Development
Cominco
Consolidated-Bathurst
Consoltex Ltd.
Consumers' Distributing
Costain Ltd.
Culinar Inc.
Datacrown Inc.
Falconbridge Ltd.
FCA International
Great Lakes Forest Products Ltd.
Hiram Walker
Hudson Bay Mining and Smelting
Husky Oil
Imperial Life
Indal Ltd.
Inter-City Gas Corporation
Interprovincial Pipeline
Jannock Ltd.
John Labatt Ltd.
Lake Ontario Cement
Lawson and Jones Ltd.
Loblaw Companies Ltd.
MacLean-Hunter
MacMillan Bloedel Ltd.
Magna International
Manulife Inc.
Massey-Ferguson
Robert Mitchell Inc.
The Molson Companies Ltd.
Montreal Engineering
National Sea Products
Norcen
NOVA
Northern Telecom
Nowsco Well Severice Ltd.
Nu-West
O.P.I. Ltd.
Placer Development Ltd.
Potter Distilleries
Premier Communications Ltd.
Ranger Oil Ltd.
Reed Stenhouse
Reichhold Ltd.
Rio Algom Ltd.
The Royal Bank of Canada Ltd.
St. Lawrence Cement Inc.
Sandwell and Company Ltd.
Scurry-Rainbow Oil
Seagram Company
Selkirk Communications
Shepherd Products Limited
Simcoe Erie
Spar Aerospace
Thomson Newspapers Inc.
Toronto-Dominion Bank
Trimac
Weston's
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The Distribution of Various Independence Criteria
The questionnaire included several direct and indirect questions
for management concerning the degree to which their subsidiaries
were independent.
Question 1. "How would you rate the degree to which the foreign
operation(s) is (are) independent in each of the following areas?"
The results of areas presented in exhibit 4 are reported in the
summary of exhibit 6. As might be expected, for the sample as a
whole, certain functions are generally more "independent" than
others. For example, marketing and personnel have lower mean
scores (more independent) than other areas, and raising capital,
capital investment, and tax planning scored high (less independent).
Thus, subsidiary companies are not either independent or de-
pendent (self-sustaining or integrated), but rather tend to exhibit
varying degrees of independence in different functional areas.
Further, an examination of the distribution of the scores (see
exhibit 4) indicates that the marketing function exhibits an inverted
U-shape, personnel is highly skewed to the "highly independent"
portion of the scale, capital investment is highly skewed to the
"highly dependent" end, accounting and control systems is a flat
distribution, raising capital is skewed to the highly dependent end,
and tax planning is an inverted U-shape. In other words, not only
are the means of the various functional areas different, but so are
their distributions (shapes). Depending on which functional area
indicator is viewed as being most important in a certain situation,
the same firm could be classified as integrated or self-sustaining.
To gain an overall impression, the seven functional area scores
were summed, and the results are displayed on a frequency
histogram presented in exhibit 7. This exhibit indicates that if
Exhibit 6. Independence Measures: Different Functional Areas*
Standard
Area n Mean deviation
Marketing 72 2.319 1.461
Personnel 74 2.500 1.367
Capital investment 73 3.904 1.108
Accounting and control systems 73 3.205 1.404
Raising capital 73 4.205 1.247
Tax planning 72 3.417 1.480
Research and development 74 3.185 1.520
Overall** 74 3.185 1.000
* The scale ranged from 1 (highly independent) to 5 (highly dependent).
** Weighted average of the above 6 indicators.
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Exhibit 7. Results of Survey Question on Independence of Foreign Operations*
20
>
18
16
14
12
FRFOUFNTY
(No. Of firms)
8
6
4
2
7-10 11-15 16-20 21-25 26-30 31-35
Less dependent More dependent
TOTAL SCORE _ *-
Based on data from seventy-four responding firms. Each of the functional areas was weighted equally,
which might have biased the results somewhat, but the conclusion in the text still holds.
managers and others who make accounting decisions weigh each
functional area equally, the overall "independence" curve based
on functional areas is an inverted-U. Thus, it seems, if indepen-
dence/lack of independence in various functional areas is the main
criterion to be employed in classifying subsidiaries as self-sustaining
or integrated, we have the worst of both worlds: different functional
areas give different signals, and the overall curve is an inverted-
U shape, thus making "clean" classifications difficult.
Question 2. "Please indicate whether Canadian headquarters or
the foreign operation has primary responsibility in the following
areas." In each of the four areas (see exhibit 4), Canadian head-
quarters usually had primary responsibility. In fact, for upstream
dividend decisions and financing decisions for foreign operations,
the proportion of companies in our sample for which Canadian
headquarters apparently had primary responsibility was overwhelm-
ing (95.9 percent and 78.4 percent of those responding, respec-
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lively). Even for asset-liability mix decisions for foreign operations,
the majority (57.5 percent) were "head-office" controlled. The
signals given in this question are somewhat inconsistent with some
of the signals given in Question 1 . Certainly, the dividend decision
is a key financial policy decision, and if over 90 percent of our
respondents ascribe major responsibility for this decision to Ca-
nadian headquarters, indications of independence in other func-
tional areas (personnel, and so on) may perhaps have to be
discounted.
The last part of Question 2 concerns preparation and analysis
of exchange rate and exposure forecasts. It is not surprising that
88.9 percent of the respondents answering this question allocate
primary responsibility to Canadian headquarters, since the foreign
operation would not be particularly concerned about this aspect
of management.
Question 3. "What percentage of management in your foreign
operations are local citizens?" An indication of the degree to which
a foreign operation is "independent" might reasonably be given
by the proportion of top and middle management that is made up
of citizens of the host country. In our survey, the majority of both
management groups were local citizens; 66 of 74 respondents (84.2
percent) reported that more than 75 percent of middle manage-
ment were local citizens, and 56 of 73 (73.7 percent) reported
that more than 75 percent of top management were local citizens.
Question 4. "Please rate the importance of the following items
when making a material foreign investment (for example, expand-
ing an existing operation, starting a new operation)." The five
items related to concerns that headquarters' management would
have; respondents were asked to rank the importance of the
particular items on a three-point scale (very important, somewhat
important, and unimportant). If the respondents answered "very
important," this would tend to support the belief that the subsidiary
was not that independent, at least with respect to the item in
question. The results were as follows: 71.6 percent of the respon-
dents indicated that "impact on reported earnings" was "very
important," and 78.7 percent indicated that "impact on cash flow"
was "very important." "Effect on overall foreign exchange expo-
sure" was viewed as being of intermediate importance, as was
"impact of translation gains or losses" and "impact on dividends
from subsidiary." Overall, these items tend to support the belief
that the majority of Canadian companies are concerned with the
Implementing Xew Foreign Currency Rules 179
effect of subsidiary investment/operations on the parent (indeed,
only 4 of 74 firms or 5.4 pecent stated that "impact on reported
earnings" was "unimportant").
The Correlation of Various Independence Criteria
To determine whether the various indicators of independence were
related (if they tended to give the same signals for any given firm),
responses to Questions 1, 2, 3, and 4 were correlated. Question
1 responses along the various functional dimensions were summed
and a weighted average computed (range 1-7, mean = 3.185, n =
74). For Question 2, the four indicators of the locus of primary
responsibility for various decisions were summed and averaged
(range 1-2, mean = 1.152, n = 75). The two management groups
in Question 3 (top and middle management) were grouped (range
1-6, mean = 4.953, n = 74), and the five parts of Question 4 were
also summed and weighted (range 1-3, mean = 1.749, n = 75).
Bivariate Spearman correlation coefficients were computed be-
tween each pair of independence indicators; the results, along with
the significance of the correlation coefficients, are shown in exhibit
8.
As indicated in the exhibit. Question 1 was significantly corre-
lated with Questions 2 and 4 (at a 10 percent level) and was barely
significantly correlated with Question 3. The coefficients in all
these cases had negative signs, which is as expected since higher
Exhibit 8. Correlations between Different Measures of Independence
Question
1 2 3 4
1
-0.6271
n = 74
.001
-0.1513
n = 72
.102
-0.2249
n = 74
.027
c 2
-0.0713
n = 73
.274
+0.1574
n = 75
.089
V
^3 +0.3085n = 73
.004
4
(Bivariate Spearman Correlation Coefficients).
Each cell consists of correlation coefficient, number of responses, and significance.
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scores on Question 1 signaled dependence, whereas higher scores
on the other three questions signaled independence.
In terms of the magnitude of the correlations between Question
1 and the other questions, the Question 1 -Question 2 correlation
was —0.6271 (significant at a 0.001 level), which is verv high
indeed.
When we correlate the other questions, we find that onh' the
Question 2-Question 3 correlation is not significant at a level of
10 percent, and further, the sign of its coefficient is unexpected.
Both the Question 2-Question 4 and Question 3-Question 4
correlations are significant and have the expected sign.
From the \ie^s"point of the implementation of the Canadian
exposure draft, it is gratifving to see the significant correlations
with expected signs between different aggregate measures of in-
dependence. This offsets to some degree the apparent inconsis-
tencies between the disaggregated measures (that is, the differences
in the distributions of the functional area measured in Question
1 of exhibit 4).
Each of these questions measures a somewhat different aspect
of the "independent-dependent" continuum. Question 1, on an
overall aggregated basis, is concerned with the functional inde-
pendence in general of the in\ estees. Question 2 is concerned with
financial investing decisions in particular, while Question 3 focuses
on the constitution of the management team. Finallv. Question 4
focuses on the perceived importance of the impact of making
major foreign operation changes on the parent companv.
CONCLUSIONS
We mav draw the following tentative conclusions as to the imple-
mentation of the new translation requirements.
1. Because the distribution of companies on an ""independence-
dependence"' continuum is (for certain measures, such as the
aggregate functional measures in Question 2) shaped like an
inverted-U. there mav be disagreements between companies and
their auditors. Such potential disagreement is a cost of introducing
the new standard.
2. The high degree of correlation among different measures of
"independence" is positive, since it means that different measures
may give consistent signals for any given firm.
Accounting Standards and Economic
Development: The Third World in Perspective
GORDIAN A. NDUBIZU'
Little is said in the economic de\'elopment literature ot the impact
of accountincr on economic development. Apparenth'. development
economists must have assumed that the impact of accounting on
development is inconsequential or immaterial. Fortunatelv. a con-
siderable bodv of accounting; literature has explored the relation-
ship between accounting and economic development. " These studies*
have focused on the accounting needs of the Third World and
how the U.S. accounting profession and goverriment can help meet
these needs. This stud\", unlike previous investigations, focuses on
two important dimensions ignored or omitted b\' the previous
studies. These critical dimeiisions include i 1 i the effect of developed
countries' accounting standards on the economic development of
the Third World, and (2) the consequences of "uncareful"" inter-
vention on the economic development of the Third World.
* Gordian A. Xdubizu is Assistant Professor of Accounting, North Texas State
Universitv.
Herman \\. Bevis, "The Accounting Function in Economic Progress.
oj Ac-:ou'Ui<\i (August 1958). 27-34: John M. Hunter, "Accounting and Ecor.oir.:c
Development." Businm Topics (Spring 1964). 57-60: James J. Mahon. "Ledeers as
Much as Lathes." Columbia Journal :f World B\.nnei.< (Spring 1966). S;^~ i~, _
M. Scott, "Private Enterprise Accounting in Developing Nations.
Journal of Accounting (FtlW 1968). 51-66: and Adolf j. H. Enthoven. " Accour.tano
for Economic Development." Finance and DrMopmmt (September 1969), 24-29,
"U.S. Accounting and the Third ViorXdl' Journal oj Accountancy (June 1983),
Accountancy Systems in the Third World Economies (New York: North Holland, 1977),
and Accounting Education in Economic Dei'elopment Management (New Ybrk: North
Holland, 1980).
- Enthoven, "U.S. Accounting and the Third World," Acantntancy Systems in the
Third World Economies, and Accounting Education in Economic DevelopmentManagement.
1 82 IHE INTERNATIONAL JOURNAL OF ACCOUNTING
ACCOUNTING STANDARDS AND THIRD WORLD ECONOMY
Eiuhoven has noted the accounting needs of the Third World
countries,* but his list did not consider the need to have developed
countries (Britain, Canada, and the United States) consider the
probable dysfunctional effect their accounting standards/regula-
tions would have on the Third World economy prior to their
issuance or enactment. This is particularly important since the
accounting standards/regulation of the developed world affect or
influence the operation of multinational corporations which provide
a significant proportion of economic resources of the Third World.
The impact of accounting standards on the Third World is
illustrated by the recent multinational accounting policies issued/
proposed by the Financial Accounting Standards Board (FAS 52),
the Accounting Research Committee of the Canadian Institute of
Chartered Accountants (ED 1650), and the British Accounting
Standards Committee (SSAP No. 20).
According to these three standards, the relationship between
the holding company and the foreign subsidiary determines the
functional currency of the foreign operation. The functional cur-
rency, in turn, determines the translation method and accounting
policy applicable to the entity. The functional currency of a foreign
operation depends on the following salient economic factors:
Functional Currency"*
Parent Company Currency Foreign Currency
(Integrated foreign operations) (Self-sustaining foreign operations)
(a) Cash flows of the foreign operation Cash flows of the foreign operation do
directly impact the cash flows of the not have a direct impact on the cash
reporting enterprise on a current flows of the reporting enterprise,
basis and are leadily available for
remittance to the reporting enter-
prise.
(b) Sales prices for the foreign opera- Sales prices for the foreign operation's
tion's products are determined by products are determined more by local
worldwide competition or by inter- competition or local government reg-
national prices, and are primarily ulations than by worldwide competition
responsive on a short-term basis to and international prices; such sales prices
changes in exchange rates. are not primarily responsive on a short-
term basis to changes in exchange rates.
' Enthoven, "U.S. Accounting and the Third World."
• See Financial Accounting Standard No. 52, paragraphs 39-46 and CICA, Ex-
posure Draft (June 1982), paragraphs 92-94 (Appendix A).
Third World Accounting Standards and Economic Dei'elopment 183
Parent Company Currency
(Integrated foreign operations)
(c) The sales market for the products of
the foreign operation is dependent
on the market for the products of
the reporting enterprise.
(d) Labor, material, and other costs for the
foreign operation's products or ser-
vices, on a continuing basis, are pri-
marily costs for components ob-
tained from the reporting enterprise
or its associated companies.
(e) Financing is primarily from the re-
porting enterprises. Funds gener-
ated by the foreign entity's activities
are not sufficient to service existing
and normally expected debt obliga-
tions without the infusion of addi-
tional funds from the parent com-
pany.
(f) Intercompany transactions are a dom-
inant part of the foreign operations.
Foreign Currency
(Self-sustaining foreign operations)
The sales market for the products of the
foreign operation is independent of the
market for the products of the report-
ing enterprise.
Labor, material, and other costs for the
foreign operation's products or services
are not, on a continuing basis, primarily
reimbursements of costs of the report-
ing enterprise or its associated compa-
nies.
Funds generated by the foreign operation
are sufficient to service existing and
normally expected debt obligations (both
local and foreign) without the infusion
of additional funds by the reporting
enterprise. Financing arrangements
would normally be made by local man-
agement (this would not necessarily be
negated by a policy of the reporting
enterprise to centralize financing ar-
rangements for all operations in the
group).
Intercompany transactions are not a dom-
inant part of the foreign operation.
Foreign subsidiaries which are totally financed by the holding
company are considered mere extensions of holding company
operations. The functional currencies of these subsidiaries are the
same as those of holding companies. Based on the developed
countries' accounting standards (ED 1650, SSAP 20, FAS 52, and
so on) the temporal method should be used in translating these
subsidiaries' financial statements. This method of translation (tem-
poral) includes in the periodic income the translation adjustment.
The inclusion of translation adjustment (exchange gain) in income
increases the volatility of reported earning, which has adverse
security market reaction.^
On the other hand, foreign subsidiaries/operations financed
through local borrowing or sources are considered "self-sustaining
operations." The functional currency of these foreign operations
is the foreign currency (local currency) which differs from the
holding company currency. The newly issued/proposed standards
^ William Strong, Wall Street Journal (8 December 1976); and Lawrence A. Rose,
Business Week (26 January 1976), 49.
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(ED 1650, SSAP No. 2, and FAS 52) require that financial
statements of self-sustaining foreign operations be translated at the
current exchange rate and translation adjustment be excluded
from the determination of the net income. The exclusion of
translation adjustment from net income has the opposite effect of
the inclusion of translation gains/losses; that is, less volatile income
and less adverse market reaction. This is consistent with the studies
which show a mechanistic relationship between reported accounting
earnings and stock prices. An early assertion of such a relationship
was proposed by MacNeal.^ Some recent accounting expositions
also reveal a similar mechanistic assumption.^
The analysis discussed clearly indicates that the multinational
accounting standards^ issued/proposed by the Financial Account-
ing Standards Board (FASB), Accounting Research Committee of
the Canadian Institute of Chartered Accountants (CICA), and the
British Accounting Standards Committee encourage multinational
companies to finance their foreign operations through local bor-
rowing. Since local borrowing is needed (other things being equal)
to justify use of current rate method of translation and the exclusion
of translation adjustment from net income, the adverse economic
consequences of volatile corporate income caused by inclusion of
translation gains/losses are eliminated.
Therefore, the developed countries' accounting standards (for-
eign currency standards) discourage foreign investments in the
Third World. This contention is based on the following facts.
Higher Exchange Risk in the Third World
The exchange risk of various countries of the Third World was
empirically measured. The countries studied consist of fifty-two
developing countries and fourteen developed industrialized coun-
tries (see exhibit 1). The breakdown of countries under various
world zones is consistent with World Bank classification.^
The exchange rate for these countries between 1970 to 1981
was extracted from the International Financial Statistics. The
exchange rate used was the average annual rate, chosen because
of its low relative volatility (compared with monthly or daily rates),
which makes it a better predictor of future exchange rates. The
^ K. MacNeal, Truth in Accounting, reprint (Lawrence, Kansas: Scholars Book
Company, 1970).
' A. J. Briloff, Unaccountable Accounting (New York: Harper & Row, 1972).
* Refers to foreign currency standards, e.g., CICA Exposure Draft 1650 and SSAP
No. 20.
^ World Bank, World Tables, 2nd ed. (Baltimore: Johns Hopkins University Press,
1980).
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Exhibit 1. Sample
Total
Number of number of
Nature of countries countries
development World zone studied studied
Developing Africa 13 13
Developing Asia and Pacific 10 23
Developing Latin America and Caribbean 9 32
Developing Southern Europe 8 40
Developing Middle East and N. Africa 9 49
Developing Oil Exporting 3 52
Developed Industrialized 14 66
period 1970 to 1981 was chosen because of its uniqueness in the
history of exchange rate. The fixed exchange system was displaced
in 1973 by the floating system. The exchange risk during the fixed
exchange system is given, whereas the exchange risk in the floating
period remains unknown. This study measures the exchange risk
of various countries by examining the degree of volatility in
exchange rate. The degree of volatility is measured by the standard
deviation, which is a unitless measure of variability from the mean.
The results of the study indicate that developing countries on
the average have more exchange risk than do the developed
industrialized countries. Among the Third World, Latin American
and Caribbean countries have the highest exchange risk.
In Africa, the Francophile countries have higher exchange risk
than the Anglophile countries. '° The overall exchange risk for
Africa is 11.69, while Francophile countries have an average
exchange risk of 37.0 as opposed to 3.62 observed among Anglo-
phile countries. Previous studies on the differences between the
exchange systems of Anglophile and Francophile African countries
show that purchasing power parity holds more among Anglophile
than Francophile countries."
Exhibits 2 and 3 show the exchange risk of various countries of
the world, and they indicate that on the average, the Third World
has a higher exchange risk than the developed world. This finding
is used to demonstrate that the accounting standard of the devel-
oped countries has a measurable dysfunctional effect on economic
development of the Third World.
'" Francophile= Former French African colonies. Anglophile= Fc)rmer British .Af-
rican colonies.
" Gordian Ndubizu, "Exchange Rate and Inflation."
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Exhibit 2. World Exchange Risl< Zones
Exchange risk zones
Total Mean Nature of
standard standard Sample economic
deviation deviation size development
1,729.347 192.149 9 D
148.077 37.019 4 D
257.905 32.238 8 D
214.742 21.474 10 D
233.288 16.66 14 A
16.039 1.33 12 A
6.181 0.687 9 D
0.958 0.319 3 D
Latin America and Caribbean
Francophile African
countries
Southern European countries
Asia and Pacific
Industrialized countries
Industrialized countries
excluding Japan and Italy
Middle Eastern countries
Capital surplus oil exporting
D = developing; A = developed industrialized. The classification of countries into developing and developed
industrialized is based on World Bank, World Tables, 2nd. ed. (Baltimore: Johns Hopkins University Press,
1980).
Exhibit 3. Twenty Countries with Most Exchange Risk
Standard Developed
Countries deviation Rank and developing
Argentina 1,301.175
Chile 252.609
Spain 197.759
Italy 167.372
Peru 126.812
Korea 103.911
Indonesia 99.854
Gabon 74.004
Japan 49.877
Turkey 31.135
Brazil 26.516
Benin 24.691
Cameroon 24.691
Ivory Coast 24.691
Portugal 12.303
Columbia 11.445
Greece 7.500
Belgium 6.656
Mexico 5.340
Sri Lanka 4.999
* Classification of countries into (D) developing and (A) developed industrialized is based on World Bank,
World Tables, 2nd. ed. (Baltimore: Johns Hopkins Press, 1980).
20 D*
19 D
18 D
17 A
16 D
15 D
14 D
13 D
12 A
11 D
10 D
9 D
8 D
7 D
6 D
5 D
4 D
3 A*
2 D
1 D
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The First Example
The view that developed countries' accounting standards discour-
age foreign investment in the Third World is illustrated by an
exhibit which indicates that a subsidiary in the Third World which
raises capital from the local market has less volatile income than
the subsidiary financed directly from the parent company. The
exhibit compares two identical subsidiaries (A and B) owned by
two identical multinationals and operated in Brazil. The only
difference between the subsidiaries is that A is financed totally by
the holding company while B borrows funds from the Brazilian
market; that is, the functional currency of Subsidiary A is the U.S.
dollar (the holding company's currency), while the functional
currency of Subsidiary B is the Brazilian currency (cruzeiro). The
exchange rate at the beginning of the accounting period (January
1981) was one Brazilian currency to one dollar (BC = $1) until
December 31, 1 98 1 , at which time the foreign currency depreciated
to one Brazilian currency to eight-tenths of a dollar (BC = $0.80).
The subsidiaries' financial statements are translated into the holding
company currency (dollars) as indicated in exhibits 4 and 5.
Since Subsidiary As investment in Brazil is financed totally by
the holding company, the temporal method of translation is used
(see exhibit 4). This translation method includes the $100 trans-
lation adjustment (loss) in the determination of holding company
consolidated net income. The fluctuation in exchange rate has
direct and significant impact on the magnitude and volatility of
Exhibit 4. First Example— Multinational A, Subsidiary A
(Temporal method of translation)
Balance sheet
12/31/81 Balance sheet
(In Brazilian (In translated
currency=BC) U.S. =dollars)
Inventory BC 900 $ 720
Marketable security 200 160
Cash/current receivables 600 480
Noncurrent receivables 200 160
Plant and equipment 600 500
Current liabilities (900) (720)
Noncurrent liabilities (500) (400)
Equity BC 1,000 % 900
Translation adjustment
Gain (Loss)
(Included in income) ($ 100)
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Exhibit 5. First Example — Multinational B, Subsidiary B
(Current rate method of translation)
Balance sheet
12/31/81 Balance sheet
(In Brazilian (In translated
currency=BC) U.S. dollars)
Inventory BC 900 $ 720
Marketable security 200 160
Cash/current receivables 600 480
Noncurrent receivables 200 160
Plant and equipment 500 400
Current liabilities (900) (720)
Noncurrent liabilities (500) (400)
Equity BC 1,000 $ 900
Translation adjustment
Gain (Loss)
(Excluded from income) ($ 200)
translation adjustment. Therefore, the inclusion of volatile trans-
lation adjustment in income creates volatile consolidated net in-
come. This fluctuation aff^ects market expectation and riskiness of
the consolidated entity. To overcome or avoid these problems, the
multinational corporation may borrow from the Brazilian market.
This borrowing changes the functional currency of the subsidiary
from dollars to cruzeiros. The advantage of such change is illus-
trated by the case of Subsidiary B in exhibit 5. Subsidiary B uses
the current rate translation method simply because it raises capital
from Brazil. This method excludes the $200 translation adjustment
from consolidated earnings. Consequently, the market expectation
and riskiness of Multinational B are unaffected by the translation
method. Therefore, multinational corporations borrowing funds
from the Third World market are not penalized by the advanced
countries' accounting standard; rather, the standard encourages
such borrowing. On the other hand, direct foreign investments in
the Third World are discouraged by the standards.
The Second Example
Exhibits 5 and 6 show that Latin American and Caribbean countries
have the highest exchange risk. The second example demonstrates
that Latin American and Caribbean countries were more adversely
aff^ected by the developed countries' accounting standard. The
example, in addition to information in the first example, assumes
that the Brazilian exchange rate in December 31, 1981, was BC
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Exhibit 6. Second Example
Method of translation Temporal Ciurrent
Balance sheet
12/31/81
(In Brazilian Subsidiary A Sub!iidiary B
currency), balance sheet balance sheet
same for each (In translated (In translated
su bsidiary U.S . dollars) U.S. dollars)
Inventory BC 900 $ 450 $ 450
Marketable security 200 100 100
Cash/current receivables 600 300 300
Noncurrent receivables 200 100 100
Plant and equipment 500 500* 250*
Current liabilities (900) (450) (450)
Noncurrent liabilities (500) (250) (250)
Equity BC 1,000 $ 750 $ 500
Translation adjustment
Gain (Loss) ($ 250) ($ 500)
Indicates variation in two translation methods
= $0.50. This assumption is crucial in demonstrating the impact
of "advanced accounting standard"'^ on high exchange risk zones.
The results of the analysis of the second example indicate that
Subsidiaries A and B have higher translation adjustment (loss) than
reported in the first example. This suggests that subsidiaries in
higher exchange risk environments have higher volatile income,
risk, and market reaction. Therefore, direct foreign investments
by the advanced countries' accounting standards are discouraged
more in the Latin American and Caribbean countries than in any
other Third World country (see exhibits 4, 5, and 6).
Foreign Investment and Growth Rate
The orthodox paradigm of economic development has long ad-
vocated the use of growth rate (per capita) as the number one
measure of development." Studies with orthodox orientations
argue that a positive relationship exists between economic growth
and magnitude of foreign investment in the Third World. Thus,
Ulmer observed that Third World countries that were most suc-
cessful in attracting foreign investment have the highest economic
'^
F.'XS 52, SSAP No. 20, CICA p:xp()sure Draft 1650.
" Charles K. Wilber and Kenneth P. Jameson, "Paradigms of Economic Devel-
opment and Beyond," in Directions in F.ronomic Development, ed. Kenneth P.Jameson
and Charles K. Wilber (Notre Dame, Ind.: University of Notre Dame Press, 1979),
1-41.
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growth.'^ Countries such as Singapore, Hong Kong, and Greece,
which have received more per capita foreign direct investment
than most others, have also achieved higher relative increases in
per capita income.
Therefore, accounting standards that increase or encourage
multinational investments in the Third World would enhance their
per capita income. The improved per capita income may in turn
attract additional investment, since multinational corporations in-
vest more in well-to-do developing markets.'^
Conversely, accounting standards that discourage foreign in-
vestment would decrease per capita income in the Third World.
Thus, FAS 52, SSAP No. 20, and CICA Exposure Draft 1650
would have a devastating effect on per capita income and standard
of living in the Third W'orld. The contentions that the Latin
American and Caribbean basin is primarily affected by the devel-
oped countries' accounting standard is consistent with the Inter-
American Development Bank Report."^ The development bank
reported that in 1982 there was no overall economic growth in
Latin America. The per capita income for the region fell in the
same year. Although the advanced countries' accounting standard
is argued to discourage foreign investments, it should not be
blamed for the entire economic ills of the Third World.
PROBLEMS OF CARELSSS INTERVENTION ON THE ECONOMIC
DEVELOPMENT OF THE THIRD WORLD
This section argues that a careless intervention into the Third
World economy by developed coimtries' accounting professions
and governments would have adverse economic ramifications on
development. Careful intervention involves clear analysis and un-
derstanding of the cultural environment of the Third World and
elimination of actions that coil or twist the sovereignty of the
Third World.
Cultural Environment
Culture is the cognitive" frame of reference that links the political,
social, legal, economic, and technological environments. Thus, an
understanding of the culture of the Third World helps explain
'^ Melville Ulmer, "Multinational Corporations and Third World Capitalism,"
Journal of Economic Issues (14 January 1980), 453-71.
'^ G. Bashirova, "'The Rich Get Richer, the Poor Poorer' Three Myths about
the Multinationals," Islew Temes (Moscow) (April 1980), 24, 25.
'* Clyde H. Farnsworth, "Setback for Latin Economies," yJew York Times (22 August
1983), Dl and D6.
'' E. Beres and J. Portwood, "Explaining Cultural Differences in the Perceived
Role of Work: A Cross-Cultural Study" in Organizational Functioning in a Cross-
Cullural Perspective, ed. S. W. England, A. R. \egandi, and B. Wilpert (1979).
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how its political, social, legal, economic, and technological envi-
ronments are connected. To understand the connection requires
that the various aspects of the environments be reviewed.
Therefore, careful intervention in the Third World by advanced
countries' accounting associations and governments requires a
complete study of the various aspects of the environment and the
culture which unifies these elements. The studies of macro-orga-
nizational characteristics reveal that most political and business
organizations in West Africa are highly formalized (very bureau-
cratic).'® These organizations inherited an accounting system based
on the stewardship or accountability concept from their colonial
masters. It seems perfectly correct that a bureaucratic organization
would have a "bureaucratic" (stewardship) accounting system.
Further studies of West African culture and organizations have,
however, revealed that particularism is a common phenomenon.'^
These studies also note the pervasive importance of tribal loyalties
and extended family obligations which have adversely affected the
ability of employees (auditor, accountant, doctors, and so on) to
perform their roles in accordance with the bureaucratic norm of
strict impartiality (universalism). The notion of accountability as
elucidated by the FASB and Ijiri may not be practicable in an
environment where particularism is a common phenomenon.^" The
Third World probably needs an accountability theory that best
reflects its business and cultural environments.
Convoluted Sovereignty
Enthoven has noted the manner in which the United States helped
two developing countries with certain accounting problems.^' In
both instances, the Third World country made the initial request
for help. Unsolicited intervention by the United States or other
'^ R. Ajay, M. Latib, and G. Ndubizu, "Cross-Cultural Differences in Organizations:
The Case of West Africa" (Working Paper No. 10, 1983).
'^ Colin Baker, "Bureaucratic Growth in Africa: Causes, Consequences and Con-
trol," IFE Essays in Administration, ed. C. Baker and M. J. Baiogun (Ibadan:
University of IFE Press, 1975); R. L. Harris, "The Role of Higher Public Servants
in Nigeria: As Perceived by the Western-Educated Elite," in Studies in Xigenan
Administration, ed. D.J. Murray (Letchworth, England: Garden City Press, 1970);
Rfjbert M. Price, Society and Bureaucracy in Contemporary Ghana (Berkeley: University
of California Press, 1975); and E. Date-Beh, "Supervision in a Ghanian Garment
Factory," Ghana Journal of Sociology, vol. 8 and 9 (1974 and 1975), 16-23.
^° FASB — Notion of Accountability. See AICPA Report of the Study Group on the
Objectives of Financial Statements (October 1973), 25. See also Yuji Ijiri, Theory of
Accounting Measurement, Studies in Accounting Research No. 10 (.American Ac-
counting Association, 1975), 86.
^' Enthoven, "U.S. Accounting and the Third World," Journal of Accountancy (
June 1985).
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advanced countries may create a hostile and distrustful relationship
between the two countries. The newly independent Third World
countries highly value their sovereign status. Any infringement on
the "highly valued assets" (sovereignty) becomes a source of
considerable concern to the leaders of such countries. In addition,
installation of sophisticated accounting systems will not be to the
best interest of the corrupt leaders in the Third World. Naturally,
these leaders would oppose any unsolicited intervention under the
pretense of safeguarding their sovereign status.
The World Bank, the United Nations, the International Monetary
Fund, the International Federation of Accountants, and the Inter-
national Accounting Standards Board are potential catalysts for
accounting aid to the Third World.
CONCLUSION
The foreign currency standards issued by Britain, Canada, and
the United States have adverse effects on the economic develop-
ment of the Third World. These standards discourage multinational
corporations from investing economic resources in the developing
regions, especially in Latin American and Caribbean countries.
The Latin American and Caribbean basin has the highest exchange
risk in the world. This situation severely penalizes multinationals
which financed all their operations in Latin and Caribbean coun-
tries. (See the Appendix.)
Careless and unsolicited intervention in the Third World ac-
counting system may cause more problems than the current level
of development in these countries can deal with. Careful interven-
tion requires thorough understanding of the social, cultural, po-
litical, economic, and technological environments of those coun-
tries.
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APPENDIX
Rankin g of Industrialized Countries1 .-Vccording to Exchange Risk (197Q-1981)
Exchange
risk
Standard
Rank
according to
e.xchange
Mean
standard
Mean*
standard
Rank \\ deviation risk deviation deviation
Italv 167.372 14 16.66
Japan 49.877 13 16.66
Belgium 6.656 12 16.66 1.337
Austria 4.295 11 16.66 1.337
Switzerland 1.070 10 16.66 1.337
Denmark 0.768 9 16.66 1.337
Noosav 0.758 8 16.66 1.337
Germanv 0.603 7 16.66 1.337
United Kingdom 0.537 6 16.66 1.337
France 0.487 5 16.66 1.337
Sweden 0.356 4 16.66 1.337
Ireland 0.307 3 16.66 1.337
Australia 0.118 2 16.66 1.337
Canada 0.084 1 16.66 1.337
Ranking sea le 1 4. 1
Most Least
riskv riskv
* Excluding Italv and Japan.
Ranking of Latin American and Caribbean Countries According to Exchange Risk
il9T0-1981i
\^^ Exc;hange Exchange rate Rank .Mean
risk standard according to standard
Countries^,^ deviation exchange risk deviation
.\rgentina 1.301.175 9 192.150
Chile 252.609 8 192.150
Peru 126.812 7 192.150
Brazil 26.516 6 192.150
Colombia 11.445 5 192.150
.Mexico 5.340 4 192.150
Costa Rica 4.126 3 192.150
Nicaragua 1.263 2 192.150
\'enezuela 0.061 1 192.150
Ranking scale 9
Most
1
Least
riskv riskv
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Ranking of African Countries According to Exchange Risk (1970-1981)
^v Exchange Rank Franco-
>y risk Exchange according phile* Anglophile* Overall
N. rate to mean mean mean
Nv standard exchange standard standard standard
Countries \^ deviation risk deviation deviation deviation
Gabon 74.004 13 37.019 11.669
Benin 24.691 12 37.019 11.669
Cameroon 24.691 12 37.019 11.669
Ivory Coast 24.691 12 37.019 11.669
Zaire 1.218 9 0.402 11.669
Kenya 0.637 8 0.402 11.669
Tanzania 0.561 7 0.402 11.669
Sudan 0.371 6 0.402 11.669
Ghana 0.238 5 0.402 11.669
Malawi 0.183 4 0.402 11.669
Ethiopia 0.168 3 0.402 11.669
South Africa 0.126 2 0.402 11.669
Nigeria 0.115 1 0.402 11.669
Ranking scale 13
Most
1
Least
risky risk\
* Francophile refers to French-speaking African nations (French colonies).
Anglophile refers to English-speaking African nations (British colonies).
Ranking of Middle Eastern and North African Countries According to Exchange Risk
(1970-1981)
Exchange Rank
risk Exchange rate according to
standard exchange Mean-standard
Countries \ deviation risk deviation
Iran 3.792 9 0.687
Lebanon 0.536 8 0.687
Egypt 0.482 7 0.687
Morocco 0.441 6 0.687
Algeria 0.378 5 0.687
Iraq 0.232 4 0.687
Jordan 0.193 3 0.687
Syria 0.083 2 0.687
Tunisia 0.044 1 0.687
q - - 1
Most
risky
Least
risky
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Ranking of Asian and Pacific Countries According to Exchange Risk (1970-1981)
\v Exchange Exchange Rank
\^ risk rate according to Mean
\. standard exchange standard
Countries N. deviation risk deviation
Korea 103.911 10 21.474
Indonesia 99.854 9 21.474
Sri Lanka 4.999 8 21.474
Pakistan 1.989 7 21.474
Afghanistan 1.871 6 21.474
Phihppines 0.577 5 21.474
India 0.495 4 21.474
Thailand 0.414 3 21.474
Singapore 0.327 2 21.474
Malaysia 0.305 I 21.474
Ranking scale 10 • - - 1
Most Least
risky risky
Ranking of Southern European Countries According to Exchange Risk (1970-1981)
\^^ Exchange Exchange Rank
\^^ risk rate according to Mean
\^^ standard exchange standard
Countries \^^ deviation risk deviation
Spain 197.759 8 32.238
Turkey 31.135 7 32.238
Portugal 12.303 6 32.238
Greece 7.500 5 32.238
Yugoslavia 5.952 4 32.238
Israel 2.906 3 32.238
Cyprus 0.183 2 32.238
Malta 0.167 1 32.238
Ranking scale Q 1o
Most
- - 1
Least
risk\ I isk\
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The Use of Foreign Financial Statements for
Risk Analysis: An Empirical Test (Korea)
SOONG PARK*
Comparability of accounting data among countries has become a
subject of interest due to the rapid increase in joint projects
involving companies from different countries and the efforts of
foreign corporations to raise capital in U.S. capital markets.
Nair grouped countries according to the officially pronounced
accounting standards for measurement rules and disclosure re-
quirements, and he asserted that comparisons of financial state-
ments among countries in different groups should not be made.'
Choi et al. conducted a study^ comparing financial ratios ofJapanese
and Korean companies to those of American companies. That
study found significant differences in the financial ratio measures,
which it attributed to accounting practices, as well as to the different
economic climates and social structures. In both studies, the authors
concentrated on the data reported in the financial statements,
rather than on the information contained in them.
To find differences between the financial statements of companies
operating under different socioeconomic environments is not sur-
prising, especially since these statements are prepared under dif-
ferent measurement rules and disclosure requirements. It is not
just that the amounts are different; the real question is whether
these various financial statements contain the same kind of infor-
* Soong Park is Associate Professor of Management at Rutgers, the State University
of New Jersey.
' R. D. Nair, "Empirical Guidelines for Comparing International Accounting
DsLtz," Journal of International Business Studies (Winter 1982), 85-98.
^ Frederick D. S. Choi et al., "Analyzing Foreign Financial Statements: The Use
and Misuse of International Ratio Analysis," yowr^n/ of International Business Studies
(Spring/Summer 1983), 113-31.
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mation on financial position and profitability of operations. If they
do, we can ask, "Do specific ratios and report items represent the
same characteristics as they do in the United States?" And an even
more fundamental question is "Can we use the knowledge gained
through empirical research in financial statement analyses in the
United States to analyze financial statements of other countries?"
This paper hopes to provide empirical evidence in the use of
accounting data for risk analysis in Korea and to compare the
results to the findings in the United States. This assessment of
default risk on loans to corporations both before and after the
loan decisions is a common practice. For non-banking users of the
statements, the default risk information can be useful for evaluating
potential partners in joint ventures or in licensing agreements in
Korea. In this paper, the use of financial accounting data to predict
corporate failure serves as an important example of the importance
of such financial accounting data.
The empirical study performed with Korean data is presented
in the next section. The findings are compared to those of U.S.
studies. Finally, implications of the findings for use of foreign
(Korean) financial statements are drawn.
THE KOREAN STUDY
During the past two decades, Korea has experienced a steady and
rapid growth under the guidance of government economic planners
and policy makers. Although the business actions were taken by
private management enterprise, government officials were impor-
tant in influencing them. The role of commercial banks was to act
merely as providers of funds after allocation decisions had already
been reached by the government. The emphasis on export markets,
international competitiveness, and controllability of the economy
naturally led to resource allocation decisions favorable for a few
very large Korean companies. Therefore, the decisions on large
loans to major corporations were based more on political and
policy goals rather than on the borrowers' financial statement
information and the perceived risk of default. The role of ac-
counting information to aid in efficient allocation or resources in
the marketplace was largely ignored as being purely academic and
as having little practical substance. The Korean banks had no real
authority or responsibility to make major loan decisions. Interest-
ingly, loans to smaller Korean companies were generally not
available unless they were well secured by some collateral.
During the past two years, the Korean government has liberalized
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banking practices. The government has sold virtually all of its
holdings in commercial banks. Not completely independent of
these activities, the major banks began to explore ways to evaluate
the creditworthiness of their corporate customers.^ Those studies
were exclusively on very large companies whose success and failure
depended to some extent on direct political decisions of the
government rather than solely on financial factors or general
economic conditions. Nevertheless, the banks believed that they
would be held responsible for bad debt losses in the future. They
sought ways to improve their loan-granting decisions and the
subsequent monitoring practices.
This study is based on the experience of small companies which,
individually, would not have sufficient political power to generate
favorable loan intervention action by the government. The data
were obtained from the Korea Loan and Guaranty Fund, Korea's
Small Business Administration loan program. In 1976, the gov-
ernment established a fund, Korea Loan Guaranty Fund (referred
to here as the Fund), to assist small businesses in their effort to
obtain bank loans, at an interest rate up to 20 percent per annum
lower than the curb-market rates (14 to 35 percent annual interest
rate). The Fund does not make loans directly to businesses but
guarantees (for a nominal fee of 1 percent of the loan amount per
annum) the repayment of loans made by commercial banks.
The Fund differs from usual commercial banks in three respects.
First, it guarantees loans only to companies whose ability to provide
collateral to obtain secured loans has been exhausted. Thus, the
Fund's guaranty must be based on an assessment of the company's
future cash generation ability through profitable operations. Sec-
ond, most of the companies are small businesses managed by the
owners rather than by professional managers. The small size of
the companies reduces the possibility of external forces influencing
the loan decisions and future outcomes. Also, the accounting
information of the small companies tends to be less reliable than
reports of the large companies whose financial statements are
examined by independent auditors. Third, the objective of the
Fund is not solely to minimize the losses due to defaulted loans.
The Fund's very existence is to make funds available to the
companies whose ability to raise funds through regular channels
has already been exhausted. The Fund must balance the request
to support the promising companies in need of funds against the
danger of investing unwisely. In other words, the Fund must be
^ Korea Development Bank, Corporate Failure Prediction Model (1982).
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able to encourage the economy while minimizing the cost (of bad
loans).
By the end of 1981, the outstanding balance of the guaranteed
loans totaled $2 billion for 18,640 companies. The annual amount
of losses to the Fund due to defaulted loans reached $150 million.
The default rate has been rising steadily since 1980.
This trend was a cause for alarm to managers of the Fund, as
well as among government officials, since the government has final
responsibility for resource requirements of the Fund. Therefore,
a study was performed to help improve the loan guaranty decisions.
That study is the basis for the analysis of the information content
of financial ratios in Korea reported in this paper.^
SAMPLE AND DATA
Initially, a random sample of 150 problem cases from the past
three years was selected. Two hundred fifty-eight normal cases
were selected at random from the active file to serve as the control
group. Requests for the data were made to the field offices by the
home office. Non-response and the insufficient data reduced the
usable cases to 42 problem cases and 154 normal cases. ^ Several
cross tabulations were made to test for sample representativeness,
and no profound differences between the sample and the population
were found except for the large proportion of problem cases in
the sample due to the stratified sampling procedure. Each of the
problem cases was matched in the control group based on the
industry (see Exhibit 1).
Financial records and other credit evaluation information on
the companies were collected for three years, 1979-1981. As noted
earlier, the subject companies were small businesses, and the
reliability of their accounting records was questionable. Therefore,
the information was obtained from their tax returns.^ While the
tax return information may be biased, it was assumed that the
* Soong Park and Chung Jee, Study of Loan Guarantee Decisions at Korea Loan
Guarantee Fund, Academy of Small Businesses, 1982.
^ An unusually large number of the problem cases were processed based on
recommendations of governmental units. Governmental decision to support a
particular industry would preempt anv decision by the Fund. Accordingly, the
records of those cases did not include sufficient financial data for analysis. Exclusion
of these cases does not limit the scope of the study since they are out of the
Fund's jurisdiction in reality.
^ The Fund itself uses the tax return information. In many cases, the companies
did not have an adequate enough accounting system to produce even the basic
financial statements.
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Exhibit 1. Industry Distribution of Sample Firms
Group
Industry (E:
Default
xperiment)
Normal
(Control)
Manufacturing
Construction
Retailing
Trucking
Others
32
4
3
2
1
32
4
3
2
1
Total 42 42
information tends to understate assets and income, rather than
overstate,' thus giving a more conservative picture of the company's
creditworthiness. The fact that the tax return data are subject to
some scrutiny by the Revenue Department was the main reason
the Fund decided to use the tax data.
This study suffers from the following inherent shortcomings of
the sample and data. The sample was selected from the population
of companies which were granted credits initially. The population
did not include the companies whose application for a guaranty
was denied. Thus, the sample selected can provide information
only for type II errors (erroneous decision to guaranty) but not
for type I errors (erroneous decision to deny).^ Another limitation
is that the quality of accounting data falls short of that of large
corporations or of U.S. corporations. The data are the best
available, however, and the real decision makers at the Fund use
them for the actual loan guaranty decisions.^ Therefore, while the
internal quality of the data can be questioned, the external validity
of the data used in this study is considered accurate. The ultimate
test is whether a better set of data existed and was available. In
this case, we are confident that the best available data were used
in the study.
' There were isolated cases where the company reported higher income and paid
additional taxes to obtain the benefits of the Fund's guaranty and the lower
interest rate. It was not a prevalent phenomena, however, and the overall validity
of the data was assumed to be unaffected by those cases.
* This limitation is not unique to this study. Any study of loan portfolio would
contain this limitation. See Richard Dietrich and Robert Kaplan, "Empirical
Analysis of the Commercial Loan Classification Decision," Accounting Rnnew ( 1 982),
18-36.
^ While the poor quality of data does not affect the validity of the study as to the
loan guaranty decisions, it does diminish the comparative analyses of financial
ratios between the countries.
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ANALYSIS OF DATA
Initially, financial ratios identified as being important in previous
studies were computed for each of the eighty-four cases for two
years.
An indicator variable (y) was used to classify the cases into normal
(0) and problem (1) cases. A stepwise regression was made with
this indicator variable as the dependent measure, and the financial
ratios of two years before as the independent variables. The result
is presented in Exhibit 2.
With all of the fifteen variables in the equation, the R^ was
approximately .331. A more meaningful measure than the R^
measure in this case would be the ability to identify correctly the
problem cases. Using the results of the regression run, thirty-one
normal cases and thirty-two problem cases were correctly classified,
while eleven normal and ten problem cases were incorrectly
classified, yielding sixty-three cases or 75 percent of correct spec-
ification. That is, while an arbitrary classification would have
yielded 50 percent correct specification, on the average, the use
of financial ratios yielded 75 percent or one-half of the remaining
half correctly. Exhibit 2 also shows that six ratios accounted for
most of the explanatory power of the equation. Liquidity of the
asset holdings and the current assets relative to sales revenue
accounted for five of the six, while one ratio was the quick ratio.
Exhibit 2. Multiple Regression Using Financial Ratios
Step Variables b R2 AR2 r
1 Current assets/total assets .1289 .052 .052 .2289
2 Net working capital/sales -.6078 .124 .071 -.1203
3 Quick assets/current liabilities .3179 .184 .064 .1223
4 Accounts receivable/sales -.3708 .260 .076 -.1201
5 Current assets/sales .5465 .274 .014 -.0245
6 Quick assets/sales -.4147 .294 .020 -.0653
7 Quick assets/total assets .5025 .302 .008 .2141
8 Current assets/current
liabilities -.1212 .210 .008 .1038
9 Cash/sales -2037 .313 .003 -.1581
10 Net working capital/current
liability .4253 .316 .003 -.0122
11 Cash/total assets -.2449 .322 .006 .0314
12 Net income/total assets -.1452 .326 .004 -.0024
13 Total debt/total assets -.0905 .330 .004 -.0807
14 Net working capital/total assets .0782 .331 .001 .1165
15 Cash flow/total debt
Constant
.0409
.2758
.331 .000 .0009
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These can all be considered to reflect the firms' ability to satisfy
the fund requirement of current operating cycle rather than direct
profitability measures incorporating net income and/or cash flow
amounts. '°
Another regression run using the "one year before" data was
made. Surprisingly, the prediction power and the R^ were sub-
stantially less than those of the case two years earlier. R^ dropped
to .15, and the classification accuracy dropped to 69.5 percent.
There can be several reasons for this unexpected result, each
having different implications on the value of this study. The first
and the worst case would be where the quality of the financial
data is so poor that they cannot be relied upon. In this case, a
study of this nature or, for that matter, any analysis of financial
statements in Korea is an exercise in futility. Second, it could be
that the management became aware of worsening financial con-
ditions and the need for additional loans. Management then
adopted certain accounting principles to make the financial con-
ditions look better. Third, the management may have taken certain
steps, other than accounting, to cause the financial statements to
appear better, such as certain off balance-sheet events.'' If the
second and/or third reason is valid, credit analysts should take
care to utilize data that are somewhat immune to management
manipulations. Therefore, a regression run was made with addi-
tional non-financial variables in the equation. The result was
somewhat better (R^ = .395), with market share, industry com-
petitiveness, and capacity utilization rate being included as signif-
icant variables. The classification was 80 percent correct in the
sample.'^
Finally, based on the results of the regression runs, significant
financial and other variables were selected. Then, two discriminant
functions were developed: one with financial ratios only and
another with other information included. The results of the
'° This finding, however, could be due to the fact that the firms in the population
all had large debts, at least more than they can put up collaterals for and obtain
secured loans. Therefore, this finding may simply suggest that when all the firms
are highly debt financed, their short-term survival ability is important in assessing
the long-term profitability.
" While it is very important to determine the cause of this phenomenon, it is a
major project by itself. In this study, the possibility of complete data inadequacy
is assumed away.
'^ When the changes in the financial ratios were included (in effect two years of
ratio data), the R^ improved to .418, and the classification accuracy increased to
83.2 percent. However, the differences were considered insignificant.
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discriminant analysis are quite similar to those of the recession
runs <see Exhibit 3).
The \~ariables found to be most significant were market share
and sales CTO^sth rate data among the non-financial ratio data and
current asset sales, net working capital total assets and quick
assets sales among the financial ratios. Therefore, the direct in-
dicator of default in Korean small business was determined to be
the inabilitv to meet short-term financial r.cea- T^ather than long-
term profitabilitv or soundness of the operaLioni. '
To examine the \alidirv" of this finding, another studv was
examined. The author is not aware of anv other studv that dealt
with small businesses in Korea. Onlv one of several existing studies
of large companies has been made public.^ The studv was based
on t^^enr^-four Eailed firms and twentv-four healthv firms matched
for industry; sales, and total asset size. Discriminant functions were
develc^jed based on twentv-one financial ratios.
Exhibit 3, Summary of Regression and MDA Analyses
Re^ress^or; MDA
Actua! Prediction Aciuai Prediction
Da- &o.'oc Bac Good Bad
1 Year
Financial
Good
Bad
To:,a:
26 16
10 32
(69.059^)
Good
Bad
29 13
12 30
'70. 247c j
2 Years
Financial
Go'Oc
Bac
To:a:
?I 11
10 32
Good
Bad
33 9
14 28
'72.629c)
1 Year
Financial
& Others
Gooc
Bac
To:.a:
32 10
7 35
(79.76<^)
Good
Bad
34 8
7 35
'82.147c)
Ke^ variables
FinandaL
'";-.'-
-^
-
- .^h.
nere a sound smaU business subcontracts vi-ith a large
' '^ zrr-^urxvyn vkith shon-term loans and fxjssibly at a
:: '.Deriences a long delav of several months in
-
" large corp>oration. Consequently, the small
• sued to finance the production.
.* ^ : j.:.f Failure Prediction Mod^l.
The discriminator) power of the models was 68.75 percent fcM"
three \ear5 ahead, 85.42 percent two years ahead, and 93.75
percent for one vear-ahead predictions of the failures. The key
\ ariables for each of the three models are presented in Exhibit 4.
Concentrating on the two years-ahead model, we can compare
the results of the Korea Developmoit Bank (KDB) studv -with ours.
The non-financial data were not included in the KDB studv:
therefore, onlv the financial ratios can be compared.-^ Among the
kev variables in the KDB studv. we find the income/total assets
and the rate of increase rn profit. The major difference is that
while our studv s-'r_;T : : -:'•. b-aiajice dieet informaticMi, the
KDB studv se.e::c:- :_. :-.:::.- \:r' - -'.^ed t2luos except faar
one ratio. Tr.e res...: .:-..: ..c ::\ :::- ::r-:^-r ~f the stud\; initial
selection of variables, or in the nature of t ole firms, smaD
ve: - - iT ze I: '- ould be due : : r tt t r< "". qualitA" of
da [a m: c :c : : niaticMa for the .i .;r : ; .^ r^ '.as audited
Exhibit 4. Discriminant Ajna lysis by KO'rea D€veltopmen-t Bank
Years prior
ro failure V...:.. A(.:
•
—
3 Years 11. S. 7. 5 Bid r :?
Good 21 3
2 Years 5. 4. o. 5. :. 2. '. S. 12 Bad 4 30
To:-: S5.42^'
Good 24
I Year 2. 9. 10. 7. 6. 1. 12 Bad 3 21
To-.i'. -^3.75%'
\'aTiables:
1 Owner's eqakf/taoA assets
2 Total assets/total debt
5 Net incnme/sales
4 Gross profit/sales
3 Opeiatia^ moMne/tDtal assets
" '^' :'
• l»mDe/sales
mae/toial expenses
i ... -^ v-c:^ inteiest eaqiense
9 Saks/total assets
10 Saks/fioced assets
II Saks/imcntwy
IS Increase in ordmary incmr.c
Since the esperimmtal and control firr - ^ad sales,
the market share data would have been -i. '
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b\ independent auditors, thev should be more reliable than the
unaudited ones of the small companies. This mav explain the large
difference in the classification ability between the two and one
vear(s) before models. The fact that balance sheet data are easier
to verify than the flow data in the income statement mav have
contributed to the small business studv selection of balance sheet
ratios. Given accurate information, income statement data might
be more useful than balance sheet data, but the "better" quality
of balance sheet data mav more than compensate for the difference
in information content. In anv event, if the tax return information
was the best financial information available for small companies at
reasonable cost, and since it is the data used bv the Fund, which
could ask for almost anv information, we should develop means
to use the information. Next, we briefly compare these two studies
with those of the U.S. -based studies.
COMPARISON WITH THE U.S. FINDINGS
The purpose of this section is to present a highly condensed
summary of the results of U.S.-based studies and to compare the
findings with those of the Korean studies.
The credit evaluation studies in the United States can be classified
into ( 1 ) prediction or failure and (2) bond-rating studies. Prediction
of failure studies aims to provide a scoring model \\hich will classify
the firms into either the survival or the failure class, and the
soundness of the model is determined bv the accuracy of the
classification and how far in advance the classification can be made.
Bond rating studies attempt to determine the ratings that will be
provided bv the bond rating agencies. The major differences
between the two tvpes of studies is that the failure studies are
attempting to predict a state of nature, while the rating studies
are attempting to model the decisions made bv experts, which may
or ma\- not be entirely correct. Exhibit 5 presents the variables
most commonly cited as being significant in various studies.
Understandably, the bond rating studies tend to emphasize the
ratios related to debt coverage and interest payments while the
failure studies concern themselves more with the profitability of
the firms. The results of the failure studies are more directly
applicable to our studv
Most of the published studies in the United States are based on
large companies. Since we found differences between the large
and small companies, we belie\ed it important to determine whether
the differences are due to the design differences of the studv (study
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Exhibit 5. Comparison of Significant Variables by Company Size and Country
KOREAN U.S.
Current assets/ sales AL\'EZ: NET PROFIT ON SALES
Net Working Capital. 'Total Assets NET PROFIT ON NET-
Cash/Total Assets WORTH
Quick Assets/Sales CURD NETWORTH
CURD IN\"EN
Market Share CURRATIO
Sales Growth Rate QUICK RATIO
Years in Business EBT NETWORTH
EBT TOTA
SMALL
Product line experience
Diversification
LARGE
KOREAN DEVELOPMENT
BANK
OPERATING INCOME/
TOTA
GROSS PROFIT SALES
ORRDINARY INC
SALES
NETINC/SALES
OWNERS EQUITY/
TOT. ASSET
TOTA TOTD
TOTR TOTEXP
INC. IN ORDINARY IN-
COMF ORD. INCOME,
DEAKIN: CURA TOTA
TOTD TOTA
CURA SALES
WORKING CAP/
SALES
specific), or due to differences in size (general). An unjnihHshed
stiidv on small business failures bv Ahez'" was examined to compare
with the studies based on large companies.
C'ompcuing the results with those of the Korean studies, we find
that the variables selected in the L'.S. studies and the KDB studies
were rather different. For tlie failine studies, the net income total
assets is the onh' ct)nimon latio. The interest co\erage ratio used
in bond lating studies was also used in the KDB studv. Compared
with the Korean small business stud\. we find current assets to
sales as common ratios. Casual observation of Exhibit 5 does not
ie\eal anv glaring differences between the Korean and L'.S. small
businesses or between small and larger businesses in the United
States. A plausible inference is that tiie Korean large businesses
operate in a different political economic environment from others,
at least in obtaining funds. This tvpe of comparison. howe\er. is
'"Jeffrey Ross .\lvez, 'The Prediction of Small Business Failure Utilizing Financial
and Non-Financial Data" (Ph.D. dissertation. University of Massachusetts, 1978).
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too subjective and study specific to be acceptable as evidence. To
provide more objective evidence, replications of studies using the
Korean data were conducted.
REPLICATIONS
To evaluate the compatibility between the U.S. and Korean finan-
cial statements and between the small and large companies, the
default prediction models developed in other studies were applied
to the Korean small business data. Since we were interested in the
information content of the financial data rather than the direct
applicability of the models, the variables identified in various studies
were used as discriminant factors, and the factor coefficients were
recalculated based on the Korean data. Replications were repeated
to determine the stability of the findings. The accuracy of two
year-ahead predictions of various sets is reported in Exhibit 6.
The results indicate that the predictive accuracy varies somewhat
from sample to sample. We find the variables from U.S. studies
performed slightly better than did the KDB studies. This is
somewhat surprising since the differences were expected to stem
from the diff^erent economic structure and accounting practices.
The large size effect, difference between Korean large and small
companies, may indicate the impact of government intervention
in financing activities of large companies in Korea.
The result indicates that some diff^erences exist between the
Korean small businesses and other groups. The variables selected
for discriminant models and their significance are not consistent
across the board. Availability and quality of data somewhat limit
the generalizability of the results, but we wish to argue that
sufficient evidence has been provided to call attention to the fact
that the information content and comparability in decision setting
are the real issues rather than standardization of the financial
statement numbers.
COMPARABILITY OF THE FINANCIAL STATEMENT INFORMATION
In this paper, we attempted to evaluate the information content
of the financial statement data between the United States and
Korea. It was known that the two countries have different ac-
counting disclosure standards and measurement rules, and that
equity structures and financing strategies are somewhat diff^erent.
The specific aim of this study was to determine whether the
financial statements of Korean firms can be evaluated in a manner
similar to that of U.S. firms. This question would remain even if
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Exhibit 6. Discriminant Analyses of Korean Small Business Loan Defaults
Using Various Financial Ratios
U.S. — Small U.S. — Large Korea — Large
65.41% 65.41% 54.05%
CURRATIO NWC/SALES NETW/TOTA
185
All NWC/TOTA TOTD/TOTA SALES/TOTA
185 C. DEBT/ CURA/CURL SALES/FXTASSET
2 years
data
cases NETWORTH NWC/TOTA
TOT DEBT/
NETW
^,
61.90%
CUR. A/CUR. L
60.71% 67.86%
NWC/SALES NETW/TOTA 84 cases
cases yoTD/TOTA
y^f NWC/TOTA
^" CURD/INVEN
TOTD/TOTA Matched
NWC/TOTA Random
CURA/CURL
73.81% 70.24% 66.67%
„ .CURRATIO
^^'^^"'^NWC/TOTA
CURA/TOTA NETW/TOTA
First
Set
NWC/SALES
^^^ NETW/TOTA NWC/TOTA
CURA/CURL
67.86% 71.43% 59.14%
Third NETW/TOTA NWC/SALES TOTD/INTERESTCURA/SALES EXP (.13) 2nd Set
NWC/TOTA
CURA/CURL
,63.10%
^°"'";^ CURRATIO
60.71% 57.14%
QUICKAST/SALES NO SIGNIE VAR. 3rd Set
CURD/INVEN CURA/CURL
accuracy
90% 85.42% in the
original
data
the statements of a Korean company were adjusted to meet the
U.S. generally accepted accounting principles, since the underlying
economic factors are not likely to be similar to the conditions in
the United States. Therefore, the question is an empirical one and
has significance for evaluating and using Korean financial account-
ing data.
The results of this study indicate that significant differences exist
in the information portrayed by financial accounting ratios between
small and large companies in Korea. Although detailed examina-
tions were not made, differences seem to exist between large
companies in Korea and the United States as well.
As for the decision of evaluating a potential partner in Korea,
especially a small business, some adjustments need to be made.
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The companies" market position within the Korean market (i.e..
market share i should be evaluated. Since Korea is a relatively small
market, compared to that of the United States, a number of strong
competitors in the marketplace can make the investment m the
smaller companies riskv. If the U.S. companv is willing to support
the Korean companv"s short-term financial needs, however, a
substantial portion of the risk can be eliminated. Heavier emphasis
should be placed on the financial data pertaining to and prepared
before the negrotiations began. Some circumstantial evidence exists
that firms can take actions to cause the financial ratios to be
temporanh' more favorable without improving the real conditions.
This can be accomplished through i cosmetic) accounting changes
and or off-statement financing activities in addition to outright
falsifications. Therefore, more reliance should be placed on the
data that are not likelv to have been manipulated and can be
verified bv direct observations. The tax return information ob-
tained before the loan discussions began is less likelv to have been
subject to manipulation. Balance sheet data can be verified bv
independent auditors through phvsical inspection and confirmation
with the external data sources such as banks and customers.
Returning to the orio:inal purpose of this paper, we conclude
that the use of Korean accounting data should include appropriate
adjustments for differences in accounting and economic structures.
Reliabilitv of accounting data cannot be taken for .granted in using
Korean data, in addition to measurement and disclosure difference.
Not onlv are the debt-equitv structures of the U.S. and Korean
companies different, the kev factors for survi\al seem to be
somewhat different. In Korea, short-term liquiditv seems to be a
verv important characteristic of a healthy firm.
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Cultural Constraints on Audit
Independence in Japan
JILL McKINNON*
The purpose of this paper is to examine the contemporary oper-
ation of the corporate audit function in Japan from the perspective
of audit independence. Audit independence has been described as
a mental attitude of integrity and honesty, controlled and supported
by institutions, through entry-level requirements for auditors,
professional accounting and auditing standards and codes of profes-
sional ethics, and by society through judicial review and individuals
exercising their rights in law.' The author argues that intrinsic
acceptance of independence in professional relationships and its
support through the exercise of social controls flow more freely
in Western cultures, premised on independent and individually
oriented social relationships, than in Japan, where social relation-
ships are premised on interdependence and group orientation.
INTRODUCTION OF INDEPENDENT AUDIT
The concept of independent audit was introduced in Japan during
its occupation by Allied, primarily U.S., forces from 1946 to 1952.
As part of their policies for the "promotion of democratic forces"
in Japan^ and the improvement of corporate financial reporting
*Jill McKinnon is Senior Lecturer, School of F.conomic and Financial Studies,
Macquarie University.
Research for this paper was completed while the author was Visiting Lecturer at
Keio University, Tokyo. The author wishes to acknowledge the many academics,
certified public accountants, and representatives of Japanese government ministries
who participated in the interviews.
' Larry P. Bailey, Contemporary Auditing (New York: Harper Sc Row, 1979).
^ U.S. Department of State, Occupation ofJapan — Policy and Progress, Publication
267L Far Eastern Series 17 (Washington, D.C., 1946).'
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and disclosures^ the occupation forces enacted and supervised the
Securities Exchange Law ofJapan in 1947 and the Certified Public
Accountants Law in 1948, and the establishment of the Japanese
Institute of Certified Public Accountants in 1949.
The Securities Exchange Law, modeled closelv on the U.S.
Securities Act of 1933 and Securities Exchange Law of 1934,*
introduced the requirement for the professional (certified public
accountant, CPA) audit of corporations subject to the law.^ Prior
to the Securities Exchange Law, Japanese corporations were subject
onlv to the audit provisions of the Commercial Code. These
required that corporate financial statements be audited by a
statutorv auditor. Although having extensive legal powers, the
statutorv auditor was not required to be a CPA and could be an
employee of the audited corporation.
The Certified Public Accountants Law, which was enacted fol-
lowing the repeal of the Registered Public Accountants Law of
1927, specified the requirements for CPA qualification and the
duties and responsibilities of practicing CPAs. The primarv aim of
the law was "to elevate the academic and technical standards of
public accountants then practicing under the title of keinshi.'"^ Prior
to the repeal of the Registered Public Accountants Law, the
requirements for qualification contained no formal examinations
and accorded registration to universitv, college, or higher profes-
sional school graduates who had taken a course in accounting.'^
The Certified Public Accountants Law required newlv qualified
CPAs to organize a single nationwide institute of public account-
ants." In 1949, the Japanese Institute of Certified Public Account-
ants (JICPA) was established, with voluntarv membership provi-
sions.
Through the mtroduction of a legal requirement of professional
(CPA) audit, more stringent qualification requirements, rights, and
duties for CPAs, and the establishment of a national bodv of
^ Supreme Commander for the Allied Powers, Instructions for the Preparation of
Financial Statementi of Manufacturing and Trading Companies (Tokyo: General
Headquarters, Supreme Commander for the .Allied Powers, 1947), 188.
'Japan Securities Research Institute, Secunties Markets m Japan (Tokvo: Tokvo
Shoken Kaikan, 1980;, 183.
" Corporations whose shares are publicly held, primarily stock exchange-listed
corporations. See Securities Exchange Law (1947), article 193.
^ Registered public accountant. See Gen Murase, "The Present Status of the
Public .Accounting Profession in Japan," Accounting Rrcira- (1962), 89.
Gen Murase, "Accounting in Japan and the New Japanese CPA Lilv/," Journal of
Accountancy (.April 1950), 334.
^ Certified Public Accountants Law (1948), article 43.
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professional accountants to represent CPAs, the Allied forces
introduced a framework for independent audit similar to that of
the United States at that time. Underlying the introduction of
independent audit was the implicit assumption that a system similar
to that of the United States would operate in a similar fashion to
the U.S. system. The incidents of fraudulent bankruptcy which
occurred in Japan in the early 1960s demonstrated, however, that
the existence of a legal requirement for an independent CPA audit
was not sufficient to ensure its operation as independent audit.
Incidents of Fraudulent Bankruptcy
In early 1965, Sanyo Tokushuseiko Kabushiki Kaisha (Sanyo Special
Steel Company) declared insolvency.
Investigation revealed that the company had created fictitious earnings
since 1959 for a total of about Yen 7 billion, paid dividends of 10-12%
out of overstated profits, and remunerated management more than three
times as much as indicated in the financial statements. The independent
auditor (CPA) of the company, a retired official of the National Tax
Bureau, knowingly reported these fictitious statements as "present fairly."^
At approximately the same time, more than ten listed, medium-
sized corporations also declared bankruptcy in Japan, with subse-
quent investigations revealing that almost all had manipulated their
financial statements. '° The characteristics of these cases were
neither exceptional nor uncommon in Japan at the time. For
several years before the Sanyo Special Steel case, professional
accountants and academics had been aware of numerous unre-
ported cases of financial statement manipulation that had eventually
resulted in corporate bankruptcy."
As a listed company, Sanyo Special Steel was subject to a dual
set of audit requirements: those of the Commercial Code, which
applied to all Japanese corporations, and those of the Securities
Exchange Law, which applied additionally to corporations with
publicly held shares. The audit provisions of the Commercial Code
required that corporate financial statements prepared under the
code and circulated to shareholders be audited by a statutory
auditor whose duty was to report to the general meeting of
shareholders on the documents of account distributed at the
^ Robert J. Ballon, Iwao Tomita, and Hajime Usami, Financial Reporting in Japan
(Tokyo: Kodansha International, 1976), 163.
'" Kimiyoshi Ohno, Hideo Ichikawa, and Atsuyoshi Kodama, "Recent Changes in
Accounting Standards in Japan," International Journal of Accounting (Fall 1975),
110.
" Seigo Nakajima, "Economic Growth and Corporate Financial Reporting in
Japan," International Journal of Accounting (Fall 1973), 35.
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meeting by corporate directors.'^ The powers of the statutory
auditor included a general power to inspect the corporate books
of account and financial records, to make extracts from them and
to call on the corporate directors for a report concerning the
accounts where such a report was considered necessary to perform
the audit, and to investigate the company's affairs and the state of
its property.'^
The audit provisions of the Securities Exchange Law required
that corporate financial statements prepared in accordance with
Securities Exchange Law and filed with the Ministry of Finance'^
be audited by a professional (CPA) auditor.'^ In performing their
audit, CPAs were bound by the Ordinance on Auditing issued by
the Ministry of Finance in 1956 and the Auditing Standards and
Working Rules issued by the ministry's advisory body, the Business
Accounting Deliberation Council. Under this law and ordinance
(and the Certified Public Accountants Law), the professional aud-
itor was duty bound to disclose incidents offunshoku kessan (financial
statement "window-dressing") revealed by the audit.
Investigation of Sanyo Special Steel Company and of other cases
of corporate bankruptcy at the time determined that the statutory
auditors failed to reveal the decline of the corporation's financial
position. Also, the professional auditors had failed to bring to the
attention of the Ministry of Finance, through their audit reports,
the instances and numerous methods of "window-dressing" that
corporate directors had employed to disguise profit performance
and financial position.'^
The statutory and professional auditors had both the legal power
and duty to reveal "accounting manipulation" and had been aware
of fraudulent accounting practices for several years.'' The reason
for their continued failure to do so may be explained by evaluating
the concept of independence in audit against the cultural deter-
minants of auditor/corporation interrelationships in Japan at the
time.
'2 Commercial Code (1899), article 275.
" Ibid., article 274.
'^ These statements were originally filed with the Securities Exchange Commission
in Japan, established by the Allied forces in 1947, and designed to function in a
fashion similar to the U.S. Securities and Exchange Commission. Immediately
following the occupation, the Securities Exchange Commission was abolished by
the Diet and its functions ascribed to the Ministry of Finance.
'^ Securities Exchange Law, article 193-2.
'^ Interview with officers of Corporation Finance Division, Securities Bureau,
Ministry of Finance, January 19, 1982.
'^ Ballon, Tomita, and Usami, Financial Reporting, 178.
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CULTURAL DETERMINANTS OF INDEPENDENT RELATIONSHIPS
Acceptance of the concept of independence in professional rela-
tionships generally flows more freely from Western than from
Japanese cultural perspectives on interpersonal and intergroup
relationships. Japanese social relationships are generally accepted
as based on interdependence and group orientation, rather than
independence and individual orientation. The concepts of inter-
dependence and group orientation derive from Nakane's vertically
structured group model ofJapanese society'* based on contrasting
cultural orientations of "attribute" (the personal characteristics of
an individual) and "frame" (the location of an individual in terms
of other individuals and institutions). Nakane suggests that West-
erners are typically attribute oriented and tend to perceive them-
selves as individuals possessing certain attributes and skills (such
as an accountant, engineer, or computer programmer), while the
Japanese tend to view themselves in the context of an associational
frame typically related to organizational or group affiliations (a
Sumitomo Metals man or a Ministry of Finance man, for example).'^
Diff^erential perceptions of attribute and frame result in certain
contrasts between Western and Japanese corporate associations.
For example, the orientation to the individual and his skills in
Western societies is reflected in the tendency toward job and group
mobility through an individual's readiness to sell his or her skills
to the highest bidder. The orientation to the group in Japanese
society is reflected in the individual's acceptance of a permanent
association with a specific organization or group and the concept
of lifetime employment. ^°
An individual's self-perception in terms of frame rather than
attribute determines the nature of interpersonal and intergroup
relationships in Japan. Other individuals are perceived as inter-
related and located along a continuum based on subjective distance
from the individual's frame. Nakane refers to this form of per-
ception as renzoku no shiko (the continuum mentality).^' She contrasts
it with the bilateral conflict perception of Western societies, where
individuals perceive themselves as independent and separate, and
"* Chie Nakane, Japanese Society (London: Weidenfeld and Nicolson, 1970); and
Criteria for Adjustment: TheJapanese Continuum Mentality (Tokyo: Kodansha Shinsho,
1972).
'^ Nakane, Japanese Society, 1-3.
^^ Edwin O. Reisthauer, The Japanese (Tokyo: Charles E. Tuttle, 1977), 132.
^' Alan G. Rix, "An Analysis ofJapanese Responses to Foreign Society: A Critique
of Nakane's Work on Japanese Mentality and Social Structure," Australia-Japan
Economic Relations Research Project, Australian National University, 1975, 5.
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groups as separate from individuals. The continuum mentality
precludes such discontinuities between individuals and ^oups since
an individual relates to all other individuals through the common
factor of subjective distance from the individual's frame.
Interdependence and its behavioral manifestations stem from
the concept of amae, which reflects the individual's psychological
dependence on the group for authority, approval, and security and
the corresponding obligations and group-centered standards of
behavior.-- The codes of conduct and standards of behavior ob-
served in interdependent relationships are based on implicit and
mutual lovaltv and trust,-- guided bv social values including- y-iai
nai m sumaseru (the internal settlement of disputes) and tasuke-ai
(mutual help and the protection of mutual interests)."^ and serve
to facilitate and maintain harmonv in interdependent relationships.
The Japanese seek to preserve harmonv in their decisional processes
through an acceptance of compromise and an emphasis on partic-
ipation, consultation, and a readiness to extend the decision-making
process to incorporate the genuine reconciliation of competing
interests.'-^
The Japanese attitude toward contracts exemplifies the effect of
interdependence on individual and group (organizational) rela-
tionships. This helps explain the low level of litigation among
corporations and legal personalities in Japan. -" In Western nations,
the terms of contracts are binding and legally enforceable in a
court of law with recourse to judicial review and settlement a
frequent outcome of breaches of contracts. In Japan, honoring
agreements is also very important; however, the concept of and
approach to honoring a contractual agreement differs from those
in Western nations. For example, if, due to unforeseen circum-
stances, the performance becomes particularly onerous for one
party, the contract will tvpicallv be renegotiated between the parties
in light of the new circumstances.^'
Ballon suggests that the Japanese view a contract in terms of
the interdependent relationships between the performers, rather
^ Teruo Doi, The Anatomy of Dependence (Tokvo: Kodansha International, 1973).
^^ Richard T. Pascale and Anthonv G. Athos, The Art of Japanese Management
(Middlesex, England: Penguin Books, 1981), 127.
^"^ Ballon, Financial Reporting, 159.
-^ For a discussion of harmonv, see Pascale and .\ihos, Japanese Management, HO-
IS.
^ Reischauer, The Japanese, 267.
^' P. H. N. Opas, "What Happens When the Contract Becomes Unprofitable."
Business Law Revira. (March 1973), 62.
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than in terms of the legal aspects of performance.^^ In respect to
corporations, this is consistent with the more general interdepen-
dencies existing among parties in Japan, reflected in the typical
establishment of long-term raw materials, marketing, and labor
relationships. The relationships reflected in a specific contract
between corporations are viewed as part of an on-going relationship
between the parties which will involve further contracts in the
future.
In contrast with Western societies, Japanese social relationships
are based on group consciousness {dantai ishiki) rather than indi-
vidual orientation, on interdependence rather than independence,
and on the maintenance of harmony in interpersonal and inter-
group relationships rather than on confrontation and recourse to
public manifestation and third-party settlement of disputation.
Understanding the cultural determinants of societal philosophy
and behavior is a prerequisite to explaining the apparent failure
of statutory and professional auditors to reveal instances of fraud-
ulent manipulation of financial statements typified by the Sanyo
Special Steel incident. These determinants formed the basis of
relationships between auditors and corporations and served to
preclude the effective performance of independent audits in Japan
at the time.
Auditor/Corporation Relationships
Prior to the passage of the Securities Exchange Law in 1947,
Japanese corporations had been subject to audit only by a statutory
auditor, who was typically not a qualified accountant and frequently
an employee of the company itself. The relationship between the
statutory auditor and the corporation was typically, therefore, one
of interdependence between employee and corporate management.
The relationship was consequently influenced by expected behav-
ioral relationships including mutual loyalty, the protection of mu-
tual interests, and the internal settlement of disputes. Interde-
pendence, rather than independence, determined both the corporate
directors' perception of the statutory auditor and the auditors'
reluctance to make public the incidents of "accounting manipu-
lation" occurring within the corporation. This relationship was
dictated not essentially by pecuniary considerations but by more
fundamental cultural determinants of group interdependencies.
The perception of interdependent auditor/corporation relation-
^* Robert J. Ballon, "A Lesson from Japan: Contract, Control and Authority,"
Journal of Conlemporary Business (1979).
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ships in Japan was extended by corporate directors to professional
auditors, as well as statutory auditors. Despite the introduction of
independent (CPA) audit under Article 193-2 of the Securities
Exchange Law, corporate directors continued to regard the profes-
sional auditor as an "employee" of the company, expecting the
auditor to protect the interests of management and group affiliates,
rather than the interests of the investing public. Ballon notes that,
in many cases, the professional auditor had private connections
with directors of the company or was a former employee. ^^
The lack of acceptance of independent relationships between
corporate managers and professional auditors was consistent also
with the propensity of Japanese corporations to restrict trust to
insiders (employees and group affiliates) rather than corporate
outsiders. The traditional and contemporary tendency ofJapanese
corporations is not to use outsiders in corporate-related activities
but to rely on and develop the expertise of people within the
corporations.^" The introduction of the CPA profession was, there-
fore, "something Japanese companies felt they did not require."^'
An independent audit was seen as a legal requirement of no benefit
to the corporation and was rejected as a concept by corporate
directors.
Additionally, professional auditors could not, at this time, invoke
professional association representation and status to force an ac-
ceptance of the independent audit. At this stage in the development
of corporate reporting in Japan, JICPA had not emerged as the
strong and cohesive body envisaged by the Allied forces. In 1965,
of the 3,800 CPAs in Japan, only one-third of them was engaged
in auditing. The remainder were largely involved in taxation
services for smaller corporations. Nor was there any legal provision
in Japan for groups of CPAs to operate under a single registered
name. Thus, the situation developed that individual CPAs, with at
the most ten assistant CPAs and clerical assistants, conducted the
audits ofJapan's rapidly expanding industrial giants such as Mitsui,
Mitsubishi, and Sumitomo. ^^ Consequently, faced with the negative
attitude of corporate directors toward independent audit and
lacking professional status and peer support, individual CPAs found
it extremely difficult to maintain independence and integrity in
their interactions with the large and powerful corporations.
^^ Ballon, Financial Reporting, 177.
^° Interview with Etsuo Sawa and Tetsuo Takeyama, partners, Coopers & Lybrand,
Tokyo, January 18. 1982.
^' Ibid.
^^ Ballon, Financial Reporting, 169-70.
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Just as cultural determinants, reflected in auditor/corporation
relationships, served to prevent the reporting of accounting ma-
nipulation by auditors prior to the Sanyo Special Steel insolvency
in 1965, those same determinants contributed to the intensity of
public and government reaction to the fraudulent bankruptcies.
By contrast with the numerous unreported incidents of accounting
manipulation prior to 1965, Sanyo Special Steel was the first case
of fraudulent bankruptcy to receive wide publicity. Nakajima notes
that the term "accounting manipulation" had not previously ap-
peared in the major Japanese newspapers and that the Sanyo
Special Steel bankruptcy was used by the press in a coordinated
campaign directed against improper corporate financial reporting. ^^
This campaign accorded overt recognition by the government and
the Japanese people of a situation which had existed in the audit
of corporate financial statements for a number of years.
The public outcry following publicity of the fraudulent nature
of the Sanyo Special Steel case may be regarded as a stimulus for
change of greater potential intensity in Japan, where group rela-
tionships are based on interdependence, rather than in Western
nations, where such relationships are based on independence. The
premise of psychological dependence (amae) assumes implicit and
mutual trust in interdependent relationships. Dore transposes this
to interdependent corporate relationships as a belief "in original
virtue rather than in original sin,"^* which, when viewed in con-
junction with the Japanese emphasis on the people constituting
the corporation rather than the corporation as a legal or separate
entity,^^ provides greater significance and intensity to violations of
trust, because such violations cannot be lessened or depersonalized
by recourse to the veil of the corporate entity.
The extent of interdependence provides a further reason for
the increased intensity of public reaction to the Sanyo Special Steel
bankruptcy. Interdependence among corporations based on long-
term materials and market interrelationships and between corpo-
rations and employees through lifetime employment is far reaching
across both corporations and time. Consequently, the effects of
violation of interdependent relationships are also far reaching.
They are perceived as occasioning not only losses by investors in
the failed corporation but also social upheaval for employees in
'' Nakajima, "Economic Growth," 36.
^^ Ronald Dore, British Factory — Japanese Factory. The Origins of National Diversity
in Industrial Relations London: George Allen 8c Unwin, 1973), 238.
'^ Ballon, Financial Reporting, 158.
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the corporation itself and related corporations, which, in a society
of lower job mobility than in Western nations, are more adversely
affected by loss of employment.
RESPONSES TO INCIDENTS OF FRAUDULENT BANKRUPTCY: LEGISLATIVE
AND ADMINISTRATIVE REFORMS
The Japanese corporate bankruptcies also reflected adversely on
the Ministries of Finance and Justice, the main authorities respon-
sible for the administration of audit requirements under the
Securities Exchange Law and the Commercial Code. The impor-
tance of securities markets and the potential of fraudulent bank-
ruptcies to prejudice those markets were recognized by both
ministries, ^^ which prepared responses designed to strengthen the
operationalization of the audit function.
Ministry of Finance
Prior to the Sanvo Special Steel case, filing periodic reports with
the Ministry of Finance under Securities Exchange Law had been
a routine process.^" Ministry officials gave little attention to the
content of the reports. Since the audit practitioners lacked the
strength either to enforce compliance with the Securities Exchange
Law or to qualify reports for noncompliance, the corporations had
become accustomed to "window-dressing" their financial statements
with relative impunity. Following Sanvo Special Steel, the ministry
acted to (1) strengthen its administration and control of financial
reporting by corporations; (2) strengthen the position of profes-
sional auditors and improve the quality of the corporate audit;
and (3) clarify the public liability of professional auditors.
The ministry- expanded its newly established Corporation Finance
Division and instituted a program of "regular review" of financial
statements filed by corporations^^ so that filing them with the
Securities Bureau of the Ministry of Finance would no longer be
viewed by corporations and CPAs as a routine process. In 1965,
the auditing standards and working rules were revised to include
procedures to confirm receivables and inventory balances, ^^ to
clarify the scope of verification required of the auditor and the
form of audit report, and to clarify the meaning of audit inde-
pendence. These revisions, which were subsequently incorporated
'^ Japan Securities Research Institute, Securities Markets in Japan, 198.
^' Ballon, Financial Reporting, 164.
'^ Interview, Ministry of Finance, January 19, 1982.
'^ The previous nonconfirmation of these balances had allowed significant oppor-
tunities for accounting manipulation. Interview with Yoshio .\ida, professor of
accounting, Keio University, Tokyo, Januan,- 11 and 16, 1982.
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in the ministerial ordinance on auditing, required that the audit
report state whether the financial statements "present fairly" the
financial position and results of the corporation, whether account-
ing policies conform with generally accepted accounting practices
and have been applied consistently from year to year, and whether
presentation of financial statements conform with the Securities
Exchange Regulation. ^° The use of the term "present almost fairlv"
in audit reports was strongly discouraged, as was the practice of
smoothing reported income through the inconsistent application
of accounting practices/'
In regard to audit independence, the general audit standards
required that the auditor maintain an independence in mental
attitude in matters relating to the recognition of facts, the exercise
of judgment on accounting treatments, and the expression of
opinions in the audit report, ^^ which was required to state whether
the auditor was free from "special interests" with the company.
The revision to the ministerial ordinance on auditing, based on
the revisions to the auditing standards and working rules, provided
the legal basis for improving the quality of the audit of corporate
financial statements required under Article 193-2 of the Securities
Exchange Law. To support the effective operation of the legal
requirement, the Certified Public Accountants Law was also revised
in 1966 to strengthen the professional accountants" abilitv to
implement the auditing requirements.
The revision to the Certified Public Accountants Law reorga-
nized the JICPA as a tokushu-hojin (special judicial entity). The
purpose of the reorganization was to make membership mandatory
for all CPAs and to enable the JICPA to establish communications
among its members and to guide and supervise their activities. ^^
The Ministry of Finance, as administrator of the Certified Public
Accountants Law, had the power to regulate the activities of CPAs
individually; the JICPA reorganization provided the ministry with
direct channels of access to CPAS collectively.
The 1 966 revision to the Certified Public Accountants Law also
introduced the concept of karisa hojin (audit corporation) to the
^"Japanese Institute of Certified Public .\ccountants. Auditing Standards, Working
Rules of Field Work, Working Rules of Reporting (Tokyo: JICPA, 1974), 19-20.
^' Gerhard G. Mueller and Hiroshi Yoshida, Accounting Practices in Japan (Seattle:
Graduate School of Business Administration, University of Washington, 1968),
44.
^'Japanese Institute of Certified Public Accountants, Auditing Standards, 1.
^'Japanese Institute of Certified Public Accountants, CPA Profession in Japan
(Tokyo: JICPA, 1979), 17.
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Japanese accounting profession. Kansa hojin (literally, audit judicial
entity) is similar to the Anglo-American partnership in terms of
the scope of its liabilities; however, its legal form is different.
Japanese law has no provision for the formation of Anglo-Amer-
ican-styled partnerships. Therefore, the concept of judicial entity
was used. A kansa hojin must have at least five members, all of
whom must be CPAs. All members assume joint and unlimited
liability. Before the kansa hojin commences operations, it must
satisfy the Ministry of Finance that it has adequate facilities to
provide an acceptable standard of audit. ^* With the rapid expansion
of corporations and business generally in Japan at the time, the
grouping of individual CPAs in kansa hojin was designed to over-
come the impracticality of independent audit of large corporations
by individual practitioners, and to support the audit function with
the competence and independence (through peer authority and
joint responsibility) of an organized group with greater access to
trained staff and internal quality control. ^^
The public liability of professional auditors was also extended
by a revision to the Securities Exchange Law in 1972.^^ The
revision specified thejoint responsibility of CPAs, corporate officers,
and underwriters for damages or losses to the public caused by
manipulation or material misrepresentation in financial statements.
The burden of proof was placed on the accountants, corporate
officers, and underwriters against whom the case was brought.
Prior to the revision, the burden of proof had rested on the
prosecution, and the Securities Exchange Law had related only to
the public liability of corporate officers and underwriters, not to
CPAs.'''
Ministry of Justice
The adverse public reaction to the fraudulent corporate bank-
ruptcies also provided the stimulus for a revision to the Commercial
Code by the Ministry of Justice. The revision was designed to
strengthen the audit function in corporations subject to the pro-
visions of the Commercial Code and to overcome the pre-existing
'*'' Certified Public Accountants Law (1948), article 44.
*^ Ballon, Financial Reporting, 171.
•^ Securities Exchange Law (1947), as amended 1972, article 21.
" The general civil and criminal liability of certified public accountants acting in
a professional capacity is also covered by the Civil and Criminal Codes of Japan.
Although applicable prior to the 1972 revision to the Securities Exchange Law,
the Civil and Criminal Codes cover liability of professional activities generally and
do not relate specifically to CPAs.
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situation where the statutory auditor's function was seen in most
corporations as purely ceremonial. ^^
On October 1, 1974, three laws (referred to here as the revision
laws) took effect/^ The second of these, the Law on Special Cases
under the Commercial Code on the Audit of Kabushiki Kaisha
(Kansa Tokurei Ho), made a distinction for the purpose of audit
requirements between small, medium, and large corporations on
the basis of paid-up capital. The audit requirements for small
companies (paid-up capital less than Yen 100 million) under the
Commercial Code remained unchanged by the 1974 revisions,
with such companies required to have the documents submitted
to the shareholders' meeting by the directors and audited by a
statutory auditor who still did not need to be a CPA.^° The audit
requirements for medium (paid-up capital between Yen 100 to 500
million) and large corporations (paid-up capital greater than Yen
500 million) were substantially strengthened with an increase in
the responsibilities and duties of the statutory auditor for companies
in both categories, and the requirement of an additional, profes-
sional (CPA) audit for companies in the large category.
The scope and duties of statutory auditors for companies in the
medium and large categories were increased through the intro-
duction of management audit, which required that statutory aud-
itors supervise corporate directors in the performance of all their
duties. Detailed powers were enumerated in the revision to the
Commercial Code to support this requirement. The most important
was the power to request any director to desist from an illegal or
ultra vires act and to take the matter to court if necessary. The
increased powers of the statutory auditor were supported by a
provision requiring directors to report to the statutory auditor any
fact that might cause material damage to the company.^' The
revision also provided that the financial statements, with the
auditor's report, be forwarded to shareholders with the notice of
meeting. Prior to the revision, shareholders had the right to inspect
"•* C. Bradshaw, "Joint Ventures in Japan," Washington Law Rex'iew (1963), 76-77.
^^ The law to amend part of the Commercial Code (Shoho no ichibu o kaisei sum
horitsu) (Law No. 21, 1974); the Law on Special Cases under the Commercial
Code on the Audit of Kabushiki Kaisha (Kabushiki kaisha no kansa nado ni kansulu
Shoho no tokurei ni kansuru horitsu) (Law No. 22, 1974); and the Supplementary
Law relating to the amendment of other laws affected by Laws No. 21 and 22
(Shoho no ichibu o kaisei suru horitsu to no shiko ni tomonau kankei horitsu no seiri ni
kansuru horitsu) (Law No. 23, 1974).
^° Interview with Kyojiro Someya, professor of accounting, Waseda University,
Tokyo, January 13, 1982.
^' Commercial Code (1899), as amended 1974, article 274-2.
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the documents only at the company's offices in the week preceding
the meeting. ^^
In regard to large corporations only, the 1974 revisions intro-
duced the requirement for two audits, one by the statutory auditor
and another by a professional (CPA) auditor who could not be an
employee of the company.'' The scope of the professional audit
included viewing the corporate books of account, calling for reports
on the accounts from directors and, when necessary, investigating
the state of the company's business and assets. The professional
auditor could also request reports from subsidiary companies on
the state of their accounts.'^ Although the Securities Exchange
Law had required a CPA audit since 1951, some 800 to 1,000 of
the 2,500 corporations with paid-up capital in excess of Yen 500
million at the time were not subject to the Securities Exchange
Law and had previously been subject only to statutory audit under
the Commercial Code.''
The introduction of CPA audit to large corporations under the
Commercial Code also involved the inclusion of a clause specifying
the public liability of professional auditors. The professional auditor
was made liable in damages to the company and third parties for
any damage attributable to the negligent performance of his
duties.^^ The liability clause applied the already extensive provisions
for public liability under the code to professional auditors as well
as statutory auditors."
By contrast to the revisions to the auditing standards and working
rules and the ordinance on auditing, which the Ministry of Finance
made effective immediately following the investigation of Sanyo
Special Steel, the revisions to the Commercial Code, administered
by the Ministry of Justice, required a gestation period of almost
nine years. Discussions on those revisions began shortly after the
Sanyo Special Steel case, but were not promulgated until 1974.
The nine years' formulation period reflects the relative power of
corporations in Japan, '« and the importance of compromise to
achieve the harmonious implementation of legislative change.'^
52 M J). H. Smith, "1974 Revision of the Commercial Code and Related Legis-
lation," Law in Japan: An Annual, vol. 7, no. 71, 113-32.
'"''^Kama Tokurei Ho (1974), article 4(2)(1).
^^ Ibid., article 7.
,
^^ Ohno, Ichikawa, and Kodama, "Accounting Standards m Japan, 111.
^^Kama Tokurei Ho (1974), articles 9 and 10.
" Commercial Code (1899), as amended 1951, articles 277, 280, 267, 266-3, 281,
293-5, 486, 489, 498.
^8 G L Curtis, "Big Business and Political Influences" in Modern Japanese Urga-
mzation and Decision Making, ed. Ezra F. Vogel (Berkeley: University of California
Press, 1975), 54-68.
,
^9 Kazuo Yamanouchi, "Administrative Guidance and the Rule of Law, Law in
Japan: An Annual, vol. 7 (1974), 22-31.
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Based on their resistance to independent audit generally, cor-
porations were strongly opposed to an increase in their legal audit
obligations. Several compromises were required before the 1974
revisions to the Commercial Code were effected. The first com-
promise involved an increase in the lower limit of paid-up capital
for corporations requiring a CPA audit under the code. The
original draft for the revisions required an independent professional
audit for all corporations with paid-up capital in excess of Yen 1 00
million. In terms of the classification of corporations in the 1974
revisions, a lower limit of Yen 100 million would have made all
medium and large corporations subject to professional audit.
Following objections by the corporations and their influential
representative body, Keidanren, the lower limit was initially raised
to Yen 300 million and then to Yen 500 million.^" This increase
served to exclude medium companies under the size classification
of Kansa Tokurei Ho.
Additionally, only those corporations with paid-up capital in
excess of Yen 1 ,000 million were required to appoint a CPA auditor
before January 1, 1975, with the appointment of CPA auditors
for corporations with capital between Yen 500 and Yen 1,000
million postponed until a date to be set.^' The effect of the
addendum (fusoku) restricting the application of the professional
audit requirement to corporations with capital in excess of Yen
1 ,000 million was that, at the most, only an additional two hundred
companies became subject to professional audit with the imple-
mentation of the 1 974 revisions to the code, since most corporations
were already subject to professional audit under the Securities
Exchange Law.
CONTEMPORARY AUDIT FUNCTION IN JAPAN
The legislative and administrative reforms introduced by the
Ministries of Finance and Justice in response to the incidents of
fraudulent bankruptcy were designed to strengthen the effective
operation of the audit function in Japan. The impact of these
changes on the audit function and on audit independence may be
seen by examining administration of the contemporary audit func-
tion in Japan under both the Commercial Code and Securities
Exchange Law.
^"Interview, Professor Someya, January 13, 1982.
8' Ibid.
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Administration of the Commercial Code
Although having responsibility for the Commercial Code, the
Ministry of Justice takes a relatively passive role in its administra-
tion. The ministry may influence the pattern of code administration
by recommending to the Diet that revisions to the code be effected.
Corporate reports prepared under the provisions of the code are
circulated, however, to shareholders but are not filed with or
monitored by the Ministry of Justice. Administration of the Com-
mercial Code may be described as thejoint function of the corporate
board of directors, the statutory auditor (and for large corporations
the professional [CPA] auditor), and the shareholders both in
general meeting and as individuals exercising their legal rights.
Consequently, compliance with the audit provisions of the Com-
mercial Code and the maintenance of audit independence are
reliant on effective corporation/auditor relationships, necessitating
the intrinsic acceptance of audit by corporate directors and the
maintenance of independence by statutory and professional audi-
tors, and the social control of individuals exercising their rights in
law.
Corporation/Auditor Relationships
The cultural determinants of relationships premised on interde-
pendence rather than independence prevail in the contemporary
attitude of corporations to both statutory and professional (CPA)
audit. Although the 1974 revisions to the Commercial Code
introduced management supervisory duties for the statutory aud-
itors of "medium" and "large" corporations, the supervisory duties
are stated in very general terms and have been interpreted in
practice as implying widely varying levels of auditor rights and
duties by corporate directors and managers. "^^
These problems associated with the operation of the statutory
audit under the code are acknowledged by the Ministry ofJustice. ^^
However, they have been seen by academics, *^'' Ministry of Justice
officers,*'^ and CPAs^^ to arise less from problems with the phrasing
of the law than with the persisting attitude ofJapanese corporations
to the audit function generally. In 1981, the president of Nippon
Miniature Bearing Co. noted that:
®^ Interview, Seigo Nakajima, professor of accounting, International Christian
University, Toicyo, January 21, 1982,
" Ibid.
^'* Ibid., and interview, Robert J. Ballon, director. International Management
Development Seminars, Sophia University, Tokyo, January 12, 1982.
*^ Yasukazu Kagawa, cited in "Japanese Auditors Ineffective," Asahi Evening News
(4 March 1981).
^^ Interview, Etsuo Sawa and Tetsuo Takeyama, January 18, 1982.
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. . . efforts to revise the Commercial Code over and over again in order
to approach an ideal system is understandable, but unless the very system
of Japan's business management is altered, nothing truly effective can
be hoped for.*^'
And as the director-general of the Civil Affairs Bureau of the
Ministry of Justice commented: "Even though the auditing system
is strengthened through the revision of the Commercial Code, the
basic problem is whether a proper person can be secured to operate
the system."^^
Although, since 1950, the code has provided that the statutory
auditor may not be a director, manager or employee of the company,
and despite the increase in the rights and duties of the statutory
auditor for "medium" and "large" corporations under the 1974
revisions, corporate management continues to perceive the statu-
tory auditor in an interdependent relationship with the corporation.
The position of statutory auditor is still frequently regarded as a
sinecure for retired senior employees and is viewed as "another
rung in the executive promotional ladder."''^ The consequence is
that the financial and mental independence necessary for the
objective performance of the statutory auditor's review and su-
pervisory duties remains absent.
In respect of the professional auditor, Japanese corporations
continue to view independent CPA audit as "a necessary evil,"'"
an attitude which is reflected in the very low incidence of voluntary
audit in Japan and the absence of consultation between corporations
and CPAs for purposes other than audit. ^' The benefits of internal
control and professional or management advisory services, often
perceived to result from CPA involvement by corporations in
Western nations, are not similarly valued or sought by Japanese
corporations.'^
The strength of corporate resistance to independent audit is
visible also in the length of the "temporary relief" from CPA audit
accorded, following the 1974 revision to the Code, to large
corporations with paid-up capital between Yen 500 and Yen 1 ,000
^' Takami Takahashi, cited in "Japanese Auditors Ineffective," Asahi Evening News
(4 March 1981), 6.
^* Stated as a meeting of the House Judicial Affairs Committee, two days after
"window-dressing" associated with the corporate reports of Fuji Sash was revealed
in May 1978 {Asahi Evening iXews, 4 March 1981).
^^ Interview, Professor Nakajima, January 21, 1982.
^° Interview, Etsuo Sawa and Tetsuo Takeyama, January 18, 1982, and interview,
Professor Ballon, January 12, 1982.
" Interview, R. Yonke, partner, Coopers 8c Lybrand, January 14, 1982.
^^ Interview, Etsuo Sawa and Tetsuo Takeyama, January 18, 1982.
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million. The "temporary relief" was removed in the 1981 revisions
to the Codes, effective 1984. The corporations had been given
ten years' "acceptance time." Additionally, the 1981 revisions
provided that corporations whose accounts are audited by both a
professional and statutory auditor do not require shareholder
meeting approval of their financial statements. It is only necessary
that these corporations present their financial statements to the
meeting of shareholders and publish a summarized balance sheet
and income statement in the press." This provision may be
regarded as an inducement, designed to provide "special treat-
ment" for "large" corporations which comply with the professional
audit requirements, and potentially to encourage "medium" cor-
porations to undergo voluntary professional audit. Nakajima pre-
dicts, however, that any proposed extension of CPA audit to
"medium" corporations will involve a lengthy period of negotiation
and "acceptance time."'^
Even after the strengthening of the audit provisions of the
Commercial Code, the attitude of Japanese corporations to an
independent audit remains resistant. Nor is that resistance effec-
tively countered at this stage by the introduction of audit corpo-
rations in the revision to the Certified Public Accountants Law in
1966 or by the JICPA, acting as a professional association in its
own right.
Kansa hojin (audit corporations) dominate the professional audit
of corporations in Japan. As a result of a consistent series of
mergers of individual practitioners and groups of CPAs since the
1966 revisions to the Certified Public Accountants Law, some
seventy kansa hojin are currently in Japan, and approximately two-
thirds of professional audits are now conducted in the name of
kansa hojin.'"' Despite this domination, the realization of the un-
derlying purpose of the kansa hojin — the promotion of compe-
tence and independence in an audit through peer authority, joint
responsibility, and greater access to trained staff— has been con-
strained by the persistence of original group bonds in the newly
established audit corporations. Existing bonds between groups
which merged to comprise kansa hojin have been seen as creatmg
barriers across those groups with the result that, in many cases,
the audit corporations operate as a number of different individuals
" Commercial Code (1899), as amended 1981, section 2.
''* Interview, Professor Nakajima, January 21, 1982.
"Japanese Institute of Certified Public Accountants, Corporate Disclosure in Ja-
pan — Overview {Tokyo: ]ICPA, 1982), 13.
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and groups with the commonality of name only.^*" The consequence
is that large corporations in Japan are still frequently audited by
individual or small groups of practitioners, and the problems
stemming from the auditor's position of weakness relative to the
corporations still remain.
Additionally, although the contemporary structure and many of
the functions of the JICPA are similar to those of counterpart
Western associations — the American Institute of Certified Public
Accountants (AICPA), in particular — its status, power of self-
determination, and influence are much more circumscribed.
Through its various committees, the JICPA conducts research,
makes proposals for reforms in accounting, auditing, taxation, and
professional practices, sponsors courses to improve the quality of
services off^ered by CPAs, and requires self-discipline of its members
through rules of conduct.^' The JICPA, however, has neither the
power to issue accounting standards,'^ nor the ability to determine
audit fees unilaterally,^^ nor the ultimate responsibility to issue
"licenses to practice" for CPAs or to suspend or revoke licenses. ^°
Consequently, to ensure compliance with legislative audit provisions
and maintain audit independent, the JICPA, as a professional
association acting in its own right, is neither powerful nor influ-
ential.^'
SOCIAL CONTROLS
A common feature of the revision to the Commercial Code and
the Securities Exchange Law was the inclusion of provisions spec-
ifying professional audit liability to the public for damages occa-
sioned by the auditor's negligence, misrepresentations, and fraud.
Furthermore, the extensive liability provisions for statutory audi-
tors, introduced to the Commercial Code during the Allied oc-
cupation, remain in force. Despite the specification of extensive
public liability of auditors and the further occurrence of instances
^''Interview, R. Yonke, January 14, 1982, noted the very limited interaction
between groups within the audit corporations and projected a period of two to
three generations before the corporations may operate effectively as single groups.
'^Japanese Institute of Certified Public Accountants, CPA Profession in Japan, 17.
''* Interview, Etsuo Sawa and Tetsuo Takeyama, January 18, 1982.
^^ Auditors' fees are negc:)tiated between the JICPA and Keidanren every two years
and are much lower than those charged by international accounting firms. From
interviews with Masaaki Ayukawa, and Etsuo Sawa and Tetsuo Takeyama, January
18, 1982.
*° Interview, Ministry of Finance, January 19, 1982.
*' This conclusion was consistently supported in the interviews with practitioners
(Yonke, Sawa and Takeyama, and Ayukawa), and government officials and rep-
resentatives of the JICPA itself.
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of bankruptcy cases caused by fraud involving major corporations
between 1974 and the present time,^^ however, no case for damages
has been brought against either a professional or statutory auditor
in Japan. This was the case even where the auditor may have
publicly accepted the responsibility for the persistence of corporate
fraud and financial statement manipulation.^^
The absence of third-party litigation arising from auditor's
liability is consistent with the general low level of litigation in
Japan. Although the Japanese are very law-abiding,^^ they are not
litigious. The literature on law in Japan frequently refers to the
"lack of rights consciousness" among the Japanese people.®^ Some
authors attribute the low incidence of court cases in Japan to the
relative newness of its Western-style democracy and court systems.
Most social scientists suggest, however, that the exercise of legal
rights in a court of law is not in accord with underlying Japanese
beliefs in the maintenance of harmony in interpersonal and inter-
group relationships and the avoidance of open confrontation.^*'
The Japanese are said to prefer their traditional practices of
renegotiation and compromise to the public settlement of disputes,
which, with its judgment in terms of right and wrong, do not
achieve a harmonious balance between the parties concerned.®'
Sawa and Takeyama note additionally that the philosophy of
Japanese and Western investors is different; Japanese investors look
to the corporation and its directors for the attribution of fault,
not to those with legally described professional relationships with
the corporation. ®®
^^ For example, Nihon Netsugaku in 1974 with fraudulent manipulations in
financial statements amounting to Yen 3.5 billion and Tokyo Tokei Seizo in 1974
with fraudulent manipulations amounting to Yen 1.6 billion in the preceding year
(Ballon, Financial Reporting, 167). In May 1978, Fuji Sash Industries and Fuji Sash
Sales entered bankruptcy with overstated income of Yen 33.4 billion and Yen 9.6
billion, respectively (interview. Professor Someya, January 13, 1982), and in 1980,
Kokusai Denshin Denwa Co. {Asahi Evening Xra's, 4 March 1981).
*' Interview, Etsuo Sawa and Tetsuo Takeyama, January 18, 1982.
*'' Reischauer, The Japanese, 267.
*^ Arthur T. von Mehren, ed., Law in Japan-The Legal Order in a Changing Society
(Cambridge, Mass.: Harvard University Press, 1963): Dan F. Henderson, Foreign
Enterprise in Japan, Law and Politics (Chapel Hill, N. C: University of North
Carolina Press, 1973), and "Dispute Resolution: A Thumbnail Sketch of the
Japanese Litigation System," paper presented at Melbourne, Australia, March 17,
1980; and B. Marks, Australian-Japanese Business Transactions, Legal Aspects (Sydney:
CCH Australia Ltd., 1978).
*^ Marks, Australian-Japanese Business Transactions, 18.
*' Reischauer, The Japanese, 265, notes that only in cases of traffic accidents, which
bring entirely unrelated persons into conflict, has there been a sharp increase in
litigation in recent years.
** Interview, Etsuo Sawa and Tetsuo Takeyama, January 18, 1982.
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Regardless of the reason for the absence of litigation arising
from auditor liability under the Commercial Code, it must be
concluded that the inherent qualities of corporate acceptance of
audit, professional support of auditor independence, and the social
control of individuals exercising their legal rights remain absent
in the contemporary administration of reporting and auditing
requirements under the Commercial Code.
ADMINISTRATION OF SECURITIES EXCHANGE LAW
The Ministry of Finance, which is responsible for the Securities
Exchange Law, is much more active in its administration than is
the Ministry of Justice in administering the Commercial Code.
Consequently, although Japanese corporations do not accept audit
independence as a concept, they do, in contrast with the situation
existing prior to the Sanyo Special Steel case and the revisions to
the Securities Exchange Law, accept the independent audit pro-
visions of the Securities Exchange Law as a legal and bureaucrat-
ically enforced requirement. The reason for such acceptance lies
primarily in the involvement of the Ministry of Finance. This
ministry exercises close supervision and control over the JICPA,
maintains the qualification standard and quality of CPAs, and
supports the legal requirement of independent audits with sub-
stantial "administrative guidance" directed toward "encouraging"
corporations to respect CPAs as independent authorities and "en-
couraging" CPAs to maintain their independence in the face of
corporate resistance.
SUPERVISION AND CONTROL OF JICPA
Unlike the relationship between professional accounting associa-
tions and government ministries in most Western nations, the
JICPA is closely supervised by officers of the ministry's Securities
Bureau. The basis for this supervision does not rest in an overt
or documented association between the JICPA and the Ministry
of Finance, with JICPA representing itself publicly as an indepen-
dent association,®^ with
purposes to guide, establish communications and supervise its members
effectively . . . [and] . . . the responsibility delegated by the Ministry of
Finance, for registration of CPAs and assistant CPAs.'"'
The Certified Public Accountants Law, however, accords the Min-
' Japanese Institute of Certified Public Accountants, CPA Profession, 17.
' Ibid.
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istry of Finance jurisdiction over the registration and deregistration
or suspension of CPAs. The revision of this law in 1966 made it
mandatory for CPAs to be members of the JICPA. The Ministry
of Finance was thus able to supervise the activities of both the
individual CPAs and the collective body. These supervisory powers
are used consistently by the ministry to monitor and encourage
compliance with Securities Exchange Law.
Although the responsibility of CPA registration is theoretically
delegated to the JICPA,^' the CPA examinations required for
qualification are set by the Ministry of Finance. The number of
successful graduates is also controlled by the ministry.^^ In practice,
decisions on registration are made by the Ministry of Finance using
the JICPA as an intermediary body to implement those decisions. ^^
The Securities Bureau of the Ministry of Finance, through the
JICPA, monitors the activities of CPAs. All kansa hojin and individual
practitioners must provide confidential lists of clients, qualified
reports, and audit times to the JICPA, as well as a report on each
audit conducted. '^^ These reports are available to and monitored
by the Securities Bureau. The Securities Bureau of the Ministry
of Finance, rather than the JICPA, determines the suspension or
revocation of CPA licenses. ^^
Despite the public claim of independence for JICPA and the
lack of overt association between the JICPA and the Ministry of
Finance, the initiative and influence in respect to the audit function
rest with the Ministry of Finance. The authority of the ministry
relative to theJICPA is also visible in accounting and audit standard
formulation. The initiative is taken by the ministry, which issues
regulations in the form of ministerial ordinances based on standards
and working rules formulated by its Business Accounting Delib-
eration Council. ^*^ The JICPA is limited to issuing administrative
guidelines to its members based on the existing regulations, stan-
dards, and working rules. ^'
9' Ibid.
^^ Interview, Masaaki Ayukawa, January 18, 1982.
^^ Interview, Ministry of Finance, January 19, 1982.
^* Interview, R. Yonke, January 14, 1982.
^^ Interview, Ministry of Finance, January 19, 1982.
^® The role of a Deliberation Council is to advise the ministry. The council is
usually composed of officers of the ministry, university professors, and represen-
tatives of the various groups that may be affected by legislation under consideration
by the ministry. See Hideo Tanaka and Malcolm D. H. Smith, eds.. The Japanese
Legal System: Introductory Cases and Materials (Tokyo: University of Tokyo Press,
1976), 55.
^" Interview with Yoshiaki Yamauchi, partner, Arthur Andersen, Tokyo, January
14, 1982; and Interview, Masaaki Ayukawa, January 18, 1982.
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QUALIFICATION STANDARDS OF CPAS
The Ministry of Finance is "vitally concerned with the quality of
CPA audit"^^ to attain its objective of compliance with the Securities
Exchange Law and to maintain audit independence. The qualifi-
cation process for CPAs in Japan requires compliance with high
standards. Entry is gained by successfully completing three ex-
aminations. Exemption from the first is available to university
graduates. Completion of the second examination allows the can-
didate assistant CPA qualification. The third examination requires
a three-year apprenticeship period between the second and third
examinations and allows CPA qualification.^^ The number of suc-
cessful candidates is extremely low, averaging less than 400 (7.2
percent) for the second examination over the five-year period from
1974 to 1978, and 219 (18.1 percent) for the third examination. '°°
With its control of the examination and qualification require-
ments of CPAs, the Ministry of Finance is able to restrict the
number of CPAs and maintain a high standard of CPA quality.
While the JICPA, as a professional association, may be regarded
as lacking power and influence in the administration of independent
audit, the status and reputation of individual CPAs in Japan are
extremely high.'°'
ADMINISTRATIVE GUIDANCE
Administrative guidance (gyosei shido) is a difficult phrase to define
since the process involved has no real equivalent in Western
societies. Government ministries in Japan are reluctant to disclose
their own operations in this area. Narita defines gyosei shido as
that series of operations by which administrative organs . . . exercise
influence over specific individuals, public and private juristic persons and
associations through nonauthoritative and voluntary means, and guide
parties by means of their own agreement and co-operation towards the
formation of a definite system, the goal which administrative organs
seek.'°2
Administrative guidance is not merely a series of objectives
issued by ministries within the confines of its statutory authority.
Rather, it is the result of constant consultation between a ministry
and parties whose actions and decisions fall within the ministry's
^^ Interview, Ministry of Finance, January 19, 1982.
^^ Japanese Institute of Certified Public Accountants, CPA Profession, 15-16.
'™lbid., 16.
'°' Interview, Ministry of Finance, January 19, 1982.
'"'^
Y. Narita, "Administrative Guidance," Law in Japan: An Annual, vol. 2 (1968),
46.
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general sphere of responsibility. Much of the administrative guid-
ance in the postwar period has been exercised bv the powerful
Ministry of Finance and the Ministry of International Trade and
Industry, and directed toward corporations for the promotion of
Diet policy objectives. An example is the concentration ofJapanese
capital and corporate skills in rebuilding the steel, shipbuilding,
coal, and electric power industries. More recently, administrative
guidance has been directed toward the national problems of high
energ\- costs, pollution, and raw material shortages. ^°^
The consultation process between the ministries and corporations
is not always smooth. The process of coercion and cooperation is,
however, politically and publicly muted. '°^ Corporations will comply
because it is understood that compensating favors will be channeled
in their direction when the opportunity arises, '°^ and because of
the ministries' power to punish recalcitrant companies. The Min-
istry of Finance, for example, supervises the activities of the Bank
of Japan and is thus in a very strong position to influence the
corporate lending policies of the commercial banks. Since bank
loans are a major source of finance for many corporations, admin-
istrative guidance channeled through the banks has significant
influence in corporate activities. '°*'
The ministries are in a position to implement quite unpalatable
directives and can create difficulties for uncooperative corporate
directors bv their control over licenses, permits, and special benefits.
They are also aware, however, of the value of harmonious business-
government relations. Thev attempt to form their policies in an
acceptable format,"^' and to rely on the process of compromise
and the granting of corresponding concessions to corporations in
the implementation of policies. For example, to facilitate the
harmonious implementation of the revisions to the auditing stan-
'°^ Reischauer, The Japanese, 192.
'"^ Curtis, "Big Business."
'°^ For example, to ease the inflationary pressure of the OPEC embargo in the
early 1970s, the Ministry of International Trade and Industry prohibited oil
companies from increasing their prices as much as the oil import prices rose, with
the result that the oil companies' profits rapidly declined. In 1977, the yen
strengthened significantlv and oil became much cheaper to import. Contrary to
initial public expectations, oil prices were allowed to remain high for longer than
was necessary to compensate the oil companies for their earlier cooperation. See
Ezra F. \bgel, "Guided Free Enterprise in Japan," Hansard Business Rei'irw (Mav-
June 1978), 164.
'°* H. Trezise and Yukio Suzuki, "Politics, Government and Economic Growth in
Japan," in Asia's .Vrj.' Giant, ed. H. Patrick and Rosovsky (Washington, D. C: The
Brookings Institute, 1976), 786.
'°' Yamanouchi, '.Administrative Guidance," 22-31.
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dards and working rules in 1966, the Ministry of Finance accorded
several significant concessions to corporations. One entailed the
ministry revising the reporting provisions for corporations subject
to both the Securities Exchange Law and the Commercial Code.
Prior to this revision in 1975. corporations subject to both the
Securities Law and the Commercial Code had been required to
prepare two different sets of financial statements embodying dif-
ferent concepts of income. ""* Corporations subject to both sets of
reporting provisions had protested at the inconvenience of pre-
paring two different types of income statements for many years. '°^
Although academic opinion on the intrinsic desirability of har-
monization was divided,''*^ the Ministry of Finance granted cor-
porations the right to prepare statements under Securities Ex-
change provisions similar to those required under the Commercial
Code.'"
The Ministry of Finance makes active and consistent use of
administrative guidance to ensure compliance with the reporting
requirements of the Securities Exchange Law, and to maintain
audit independence, through regular review of corporate periodic
reports and registration statements. The Corporation Finance
Di\ ision of the Securities Bureau currently maintains ten full-time
examiners to review the audited financial statements filed with it
under Securities Exchange Law. All corporate registration state-
ments are inspected by Corporation Finance Division examiners.
From time to time, all corporate periodic reports are inspected."^
The review process provides the Ministry of Finance with the
means to encourage compliance with the securities Exchange Law
through administrative guidance to both corporations and CPAs.
.\lthough the periodic reports of all corporations may be reviewed
from time to time, the selection of corporations for review at a
particular time is neither random nor rotational but directed toward
corporations the ministry perceives to require improvements in
"^* Income statements prepared under Securities Exchange Law utilized a "current
operating"" approach with onlv revenues and expenses related to current operating
activities included in the statement. Income statements prepared in accordance
with the Commercial Code embodied an "all-inclusive" approach, and thus
included all revenues, expenses, extraordinary, and special items.
'"^ Ohno, Ichikawa, and Kodama, ".\ccounting Standards in Japan." 118.
"° Interview. Professor Someva. Januarv 13, 1982; and Interview, Professor .\ida,
Januarv 11, 16, 1982.
' More detailed disclosure is required, however, in the statements and schedules
prepared under Securities Exchange Law (Interviews with Someva, January 13,
1982: and Aida, Januarv 11, 16, 1982).
"^Interview, Ministry of Finance, Januarv 18, 1982.
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their reports."^ The results of such inspections may include re-
quests for explanations from auditors, advice to corporations on
required improvements to their financial reporting and, occasion-
ally, a requirement to resubmit. The ministry's practice of publi-
cizing all qualified audit reports exerts pressure on the corporations
to comply with the disclosure requirements of the Securities
Exchange Law and to adjust financial statements as requested by
CPA auditors because a publicly disclosed audit qualification gen-
erally impacts the corporation adversely and may affect its credit
rating with the banks.""*
Administrative guidance is also used consistently to reinforce
and ensure independence in audit. Although corporate report
inspection by the Corporation Finance Division typically assumes
the quality of prior CPA audit, the Corporation Finance Division
examiners also conduct audit inspections. The results of such
inspections may include direct requests for explanations from
auditors, and additionally the issuance of advice and warnings to
CPAs or the suspension or revocation of CPA licenses to practice.
In the absence of social controls or auditor negligence, misrepre-
sentation, or fraud, disciplinary action in all cases of auditor liability
has taken the form of administrative guidance issued by the Ministry
of Finance through warnings, license revocation, or license sus-
pension. Although license suspension is temporary in formal terms,
it becomes permanent in practical terms since the practitioner loses
his or her professional integrity."^
CONCLUSIONS
In contrast to Western societies, the cultural determinants of
interpersonal and intergroup relationships in Japan preclude an
intrinsic acceptance of audit independence. Consequently, greater
reliance on institutional controls is required to ensure compliance
with legislative reporting provisions and to maintain auditor in-
dependence. Such control is essentially absent in corporate re-
porting under the Commercial Code. Consequently, the Ministry
of Justice, in administering the code, has been much less able to
enforce compliance with the code's audit provisions following the
legislative and administrative reforms of the 1960s and 1970s than
the Ministry of Finance. The solution of administrative guidance
"3 Ibid.
"'' The Japanese stock exchanges also follow the practice of publicizing qualified
audit reports.
"^ Ballon, Financial Reporting, 164.
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used by the Ministry of Finance is not feasible for the Ministry of
Justice given the large number of corporations subject to the
Commercial Code,"*" 1,426,441 compared with 2,726 subject to
the Securities Exchange Law"^ and the relatively small number of
professionally qualified accountants. In contrast, the active involve-
ment of the Ministry of Finance in the administration of the audit
provision of the Securities Exchange Law serves to maintain an
independent relationship between corporations and CPA auditors
through the close supervision of corporate reporting and audit
requirements and the extensive use of administrative guidance.
Although the maintenance of independence in this way may appear
artificial in Western terms, it constitutes effective and necessary
support of independent relationships in the essentially interdepen-
dent cultural environment in Japan.
"® Dodwell Marketing Consultants, Industrial Groupings in Japan, rev. ed. (Tokyo:
Dodwell Marketing Consultants, 1980).
"'' Ministry of Finance, Securities Bureau, Negotiable Securities Annual (Tokyo:
Ministry of Finance, 1981), 1 1, translated by Japanese-English Translation Services,
Sydney.

Mexican Market Efficiency: A Study of the
Information Content of Accounting Numbers
ADRIAN WONG-BOREN and ANDREW H. BARNETT*
In recent years, many studies have been undertaken to document
the information content of accounting numbers. While most of
these studies refer to companies whose shares are traded on well-
known stock exchanges (mainly the New York Stock Exchange),
insufficient empirical insight exists as to the information content
of financial information released by Mexican firms, due principally
to the virtual impossibility of obtaining machine-readable data
bases. This insufficiency is significant in view of the fact that the
Mexican Stock Exchange (MSE) is, according to an International
Monetary Fund survey, one of only three developmentally signif-
icant securities markets in the developing world.'
Market efficiency research results are significant not only to
Mexican interests but also internationally. Such results are poten-
tially useful to the Mexican Securities and Exchange Commission
(SEC) in improving the quality of publicly available accounting
information. Additionally, such results are useful in international
accounting research to provide perspective as to comparative
efficiency across international boundaries.
This article hypothesizes that accounting information presented
in Mexican reports is useful for investors in equity securities. The
MSE, like Wall Street, has a good record in anticipating economic
turnarounds; for example, in 1981, the index dropped rapidly
* Adrian Wong-Boren and Andrew H. Barnett are respectively Assistant Professor
and Professor at San Diego State University.
' U. Tun Wai and H. T. Patrick, "Stock and Bond Issues and Capital Markets in
Less Developed Countries," International Monetary Fund Staff Papers (March
1973).
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from 1,500 to the mid-800s, long before anyone realized that
Mexico's oil boom economy was going to burst. And in June 1982,
before Mexico reached the depths of its financial troubles, the
index sank to a historic low of 469.
It is assumed that the market model is a good surrogate of the
stochastic process that generates security returns. Regression anal-
ysis is used to find the unsystematic errors. Earnings per share and
cash flow are used as the accounting numbers because of their
theoretical support in the field of valuation theory. Three expec-
tation models are used to generate investors' expectations since
there is little knowledge about the time-series properties of the
Mexican accounting numbers. In addition, three different indexes
to measure abnormal returns are developed and compared.
The methodology used in this study essentially consists of two
parts: (1) the use of "bad news" and "good news" signals developed
by Ball and Brown^ and (2) a methodology used by J. PatelP to
test statistical significance of abnormal returns.
BRIEF BACKGROUND OF THE MEXICAN STOCK EXCHANGE
The MSE was founded in Mexico City in 1894 and since then,
the exchange has been dissolved and reorganized twice. The
exchange has experienced three very distinct developmental phases:
the pre- 1975 era, the 1975-1980 era, and the post- 1980 era.
The pre- 1975 era was a stereotype of underdeveloped capital
markets (i.e., the market was thin with little or no trading and
with relatively few new public issues by private corporations).
Information was poor and manipulation was believed to exist,
especially for private issues. The occasional speculative splurges
ended in crashes that eliminated the nascent public investors, and
the market reverted to its lethargic state.
^
In the 1975-1980 era, the MSE faced substantial structural
changes, a tremendous growth in both the number and dollar
volume of transactions, well-defined bull and bear markets, and a
notable campaign to promote and develop the market for equity
securities. The creation of the Securities Market Law in 1975, as
well as the financial, economic, and confidence crises of 1976, is
^ Ray Ball and Phillip Brown, "An Empirical Evaluation of Accounting Income
Numbers," yowr«a/ of Accounting Research (Autumn 1968), 159-78.
^ James M. Patell, "Corporate Forecasts of Earnings per Share and Stock Price
Behavior: Empirical Tests," Journal of Accounting Research (Autumn 1976), 246-76;
and "Corporate Earnings Forecasts: Empirical Tests and Consumption-Investment
Model" (Ph.D. dissertation, Carnegie-Mellon University, 1976).
* Wai and Patrick, "Stock and Bond Issues," 257.
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considered to be the cornerstone for the development of the
Mexican stock exchange. The administration of Presidente Lopez-
Portillo (1976-1982) also played an important role in this devel-
opment by promoting the role of the securities market in channeling
resources into productive investments. For example, among the
actions taken by the government were the following:
1. Individual capital gains from MSE-listed securities were ex-
empted from taxation.
2. The Central Bank identified the securities market within its
group of priority recipients for credit from the banking system.
3. The Mexican government created a new kind of participation
security ("petro-bonos" or oil-bonds) with its maturity value pegged
to the export price of Mexican crude oil.
In this second era, the MSE was considered to be the exchange
with the most rapid growth in the world.
^
Although the Portillo administration (1976-1982) played an
important role in the development of the MSE, it also was re-
sponsible for a big downturn in stock activity. The post- 1980 era
began when the Portillo administration negotiated too many loans
too fast on the back of Mexico's oil wealth and its robust 8 percent
annual gross national product (GNP) growth. There have been
several peso devaluations against the dollar. In addition, foreign
currency controls were imposed and private banks were national-
ized (since then, the shares of those banks have stopped trading).
Inflation, which was 28.7 percent in 1981, is now approximately
100 percent. High interest rates have also drawn investors away
from the stock market.
The post- 1 980 era is characterized by having a slow trading
volume and a volatile market. The market index closed in 1982
at a higher level than its low of 469 in June 1982, but far below
its high of 1,730 in May 1979.
DISCUSSION OF THE PROBLEM
There is a presumption that the price of a stock at any given time
reflects the consensus of future earnings of the firm. The abnormal
rate of return measures errors in market expectations and is
frequently used as a measure of the information content of ac-
counting numbers. A common denominator of market studies is
the observance of some function of abnormal price or volume
^ Gustavo Petricioli, "Antecedentes y Perspectivas del Mercado de Valores,"
Ejecutivos de Finanzas, Ano VIII, no. 5.
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performance in a time interval surrounding the release dates of
accounting information.
Ball and Brown indicate that stocks with positive forecast errors
tend to outperform the market and that stocks with negative
forecast errors tend to do worse than the market.*^ Interestingly,
Ball and Brown find that the market eventually anticipates infor-
mation well in advance of the actual earnings release date.
An improved methodology is used to overcome some weaknesses
inherent in the Ball and Brown methodology. Among the weak-
nesses that we seek to overcome are the following:
1. The use of only the sign of the forecast error (positive or
negative) to determine good or bad news;
2. Statistical significance of the Abnormal Performance Index
could not be determined because its statistical properties were
unknown; and
3. The assumption that investors' expectations of future earnings
are formed by the prediction model without evidence of the way
investors determine expected earnings.
METHODOLOGY
Accounting numbers are intended to portray information. Messages
having information content should alter, or reinforce, users' ex-
pectations about a future event. Specifically, accounting numbers
should alter (or reinforce) investor expectations about security
specific parameters, which in financial theory are considered to be
expected return and variance of return.
Previous empirical research indicates that a large portion of a
security's price (rate of return) is derived from the general move-
ment of stock prices. King found that, on the average, approxi-
mately 50 percent of the variation in an individual security's prices
(returns) could be explained by its co-movement with a market
factor.^ It is important to mention, however, that the relative
importance of the market factor varies across securities, and that
the degree of responsiveness to the market factor (i.e., beta) also
varies across securities. This common movement of stock prices is
generated from information which affects all firms.
This research is particularly concerned with the reaction of a
security's rate of return to accounting information pertaining to
the firm's performance. To estimate this reaction, it was necessary
*" Ball and Brown, "Empirical Evaluation," 159-78.
' Benjamin F. King, "Market and Industry Factors in Stock Price Behavior,"yoMrna/
o/ Buiinfii (Supplement, January 1966), 139-90.
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to extract the rate of return generated from market-wide infor-
mation from the ex-post rate of return. To extract the effects of
the general market influence, the market was employed.
The market model is based on the hypothesis that the risk
premium on security j during interval t, (Rjt), is a linear function
of the market risk premium (Rm)- The risk premiums are formed
by subtracting the riskless rate from the respective security and
market returns. The relationship is given by
R,. = a, + ^jR^. + 6j.
where Rjt = Rate of return of security j in period t.
Rm = Rate of return in period t on a "market" portfolio of
MSE common stocks, calculated as follows:
Rm, =1/N 2 Rj,
a, and /3j are parameters and ej, the non-market-related com-
ponent of security risk premium. The e^, variables are usually
assumed to have expected values equal to zero, to be uncorrelated
with the market return, to be serially uncorrelated, and to have
finite variance.
Note that the "market" return contains the return of firm j.
This violation should not be serious because the return on security
j is only a small part of the index. Theoretically, firm j should
have been excluded in the computation of the market index.
Our study tested for stability of the betas and found that the
betas for 90 percent of the companies were statistically stable
through time. While the scope of this article does not include a
discussion of the beta stationarity tests, information is available
from the authors.
The unsystematic returns were calculated as follows:
u„ = R„ - (a, + ^jRm.)
Under the ordinary least-squares regression assumptions, and
the hypothesis that these assumptions hold during the nonesti-
mation period, the Uj.'s are distributed such that:
E(Uj,) =
^''o for s ^ t s, t = -11, -10, . . . ,3
Gov. (Uj, u,,) =
Ciia'"^ for s = t
Gov. (Uj„ Rm.) = , j = 1,2, . . . , N
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To apply a test of significance, the additional restrictive assump-
tions are made: (1) that the return distributions are normals, and
(2) that
'
for i 7^ j
Gov. (Ui„ Uj,) =
Cjtcr^j for i = j
where Cj, reflects the increase in variance due to prediction outside
the estimation period.
C, = 1 + 1/T + ^^^- " ^5
where T is 36 for most of the companies studied and
R^ = 1/T 2 R^.
Empirical Determination of Forecast Error
Measurement of earnings expectations is an essential part of the
research done in this area. Most research uses variants of the past
net earnings as proxies for investors' expectations of earnings.
Prior to the public availability of the actual accounting numbers,
some expectation of them is assumed to exist in the market. This
expectation of accounting variables is not observable, but it reflects
the consensus of investors' estimates of the forthcoming accounting
numbers. Consensus is reflected in the price of the security just
prior to the announcement of the actual accounting numbers. The
price change following the actual numbers is assumed to be related
directly to the difference between expected and actual accounting
numbers. Since there is no empirical insight of time-series prop-
erties of accounting numbers released by Mexican firms, three
diflferent expectation models were used in this study.
Model One. Naive model with inflation. Inflation is compounded
in this model because in recent years, Mexico has suffered a high
inflation rate, and it seems reasonable to expect investors to
consider this factor in determining expected accounting variables.
The model is the following:
X.,, = 1.25 (XJ
Martingale with drift models. Two models were used.
Model Two. The forecasted variable is assumed to change by the
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same magnitude as the previous year changed from the year before
that, i.e.,
X,+i = 2X, — X[_i
Model Three. The forecasted variable is assumed to change by
the same rate that the previous year changed from the year before
that, i.e.,
Xt+i = X i/Xt-i
After the expected accounting numbers were calculated, the
next step was to calculate the forecast error (ej), which is defined
as the actual accounting numbers minus the expected:
Cj ~ Xi+i — Xt+1
This forecast error is the principal variable which determines
the composition of portfolios that are needed to evaluate the
information content of accounting numbers. These portfolios ac-
cumulated the monthly abnormal returns (Ujt's) by using three
different indexes.
Abnormal Performance Indexes
A number of abnormal performance indexes (APIs) are used to
accumulate abnormal returns, both through time and across com-
panies. These techniques focus on the average market model
residuals of the sample of securities for a number of periods around
the event under study. Pettit and Westerfield suggest that, under
some conditions, different indexes may give "abnormal returns"
results that vary widely.® To address this problem, the present
study used the following three indexes.
1. The Ball and Brown index, which is calculated as follows:
API = 2 U {I + u„)
j=i t=-i
2. The Fama et al. index, which is calculated^ as follows:
CAR = 1/N 2 2 {ln(l -I- Rj,)-[«, + iS, ln(l + R„,)]}
j=' t=-ii
^ R. Pettit and Randolph Westerfield, "Using the Capital Asset Pricing Model and
the Market Model to Predict Security Returns,"Journal ofFinancial and Quantitative
Analysis (September 1974), 579-605.
^ E. F. Fama, L. Fisher, and R. Roll, "The Adjustment of Stock Prices to New
Information," International Economics Review (February 1969), 1-21.
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3. The API developed by R. R. Petdt'" is calculated in the following
way:
API = n (1 + I/N 2 u„)
t=-i 1 j=i '
'
These indexes were computed separately for two portfolios. The
first portfolio consisted of all reports containing "good" news; the
second consisted of all reports which contained "bad" news.
Two mutually exclusive criteria were used to determine whether
the reports portrayed "good" or "bad" news: (1) the sign of the
forecast error, and (2) the magnitude of the change in the forecast
error.
With respect to criterion (1), a positive forecast error was defined
as "good" news, since the actual changes in the firm's accounting
numbers were larger than the expected ones. Accordingly, a
negative forecast error was defined as "bad" news.
The magnitude of the forecast error (percentage forecast error)
was defined as (A-F)/(A+F)(.5), where A is the actual year's
amount and F is the forecast year's amount. The denominator is
an attempt to approximate the "normal" amount of the variable
under study. It has the property of rarely equaling zero, which
would occur only when both A and F equal zero. A percentage
forecast error greater than the median percentage forecast error
was defined as "good" news since the actual percentage change is
better than half of the market. Accordingly, a percentage forecast
error less than the median is defined as "bad" news.
Sample and Analysis Period
The period analyzed in this study is 1979. Accounting numbers
are assumed to be announced three months after the close of the
company's fiscal year (e.g., March 1980 for the fiscal year ending
December 1979). The estimated parameters a and j8 (based on
thirty-six non-forecast months) were used to estimate monthly
unsystematic returns Uj, for a fifteen-month period (t= —11,
-10,
. . .
, 3), where the third month of the subsequent fiscal year
was month 0.
Three kinds of data were required: annual EPS, annual cash
flows, and share prices. Annual EPS and annual cash flows were
extracted from the 1980 edition of Enciclopedia del Mercado de
Valores Mexicano. Share price data were extracted from the security
data file of the Instituto Tecnologico Autonomo de Mexico. Data
'" R. R. Pettit, "Dividend Announcements, Security Performance, and Capital
Market Efficiency," yowrna/ of Finance (December 1972), 993-1007.
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for dividends, splits, and rights were also collected from the latter
source.
The following criteria were used to select the final sample.
1. The company must be actively traded.
2. The company should have sufficient monthly returns to permit
calculation of the regression coefficient estimates and the abnormal
performance index.
3. To be included in the sample, a company must not have been
included in the financial institutions category. This criterion was
used because financial institutions are governed by different ac-
counting rules and by different laws. In addition, financial insti-
tutions do not report cash flow data.
The final sample consisted of seventy companies.
Hypotheses and Statistical Tests
Our study addresses the principal question of whether the earnings
per share and cash flow numbers of MSE-listed firms contain
information content. To assess the information content, we ex-
amined signs, magnitude of changes, and expected values of both
non-cumulative and cumulative returns by testing the following
three hypotheses:
H,: There is no relationship between the sign of the forecast error
and the sign of the abnormal return.
This hypothesis was tested by means of a two-by-two contingency
table by using the chi-square statistic with one degree of freedom.
The second hypothesis tested is
H2: The expected value of the abnormal return is equal to zero.
To test this hypothesis, a standardized prediction error was
determined as follows:
{T-2)sya', ~ x'-^ (T-2)
Under the conditions mentioned before, the following ratio is
distributed as a Student t statistic with T-2 degrees of freedom:
Vj. = u^ysj Vc; ~ t(T-2)
The Vjt's are assumed to be independent random variables with
known expected value and variances, and, in accordance with the
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Central Limit Theorem, a non-cumulative normalized sum (Z[t])
can be formed:
N
Z(t) = ~ N(0,1)
[2 (T, - 2)/(T, - 4)]"
j='
This is the statistic used to test the second hypothesis. Since the
abnormal performance indexes are cumulative in nature, this
hypothesis was tested only for one portfolio consisting of all the
sample companies. A cumulative prediction error was calculated
to test each portfolio separately (i.e., the "good" and "bad" news
portfolios). This cumulative prediction error was calculated by
summing the prediction errors over time in the following way:
Wj,. = 2 Uj./s, VLC;; ~ t(T-2)
where L(L < 15) represents the number of months in the accu-
mulation.
Since the Wjl follows a t distribution, a cumulative normalized
sum (Z[L]) can be obtained in the following way:
2 WjL
1=1
Z(L) =—
[2 (T, - 2)/(T, - 4)]'/'
j=i
Then the following hypothesis was tested:
H3: The expected value of the cumulative abnormal return is equal
to zero.
This hypothesis was tested for the "good" and "bad" news
portfolios, for every accounting variable, and for every expectation
model.
We also assessed information content by judgmentally scanning
the distribution of APIs. Information content was assumed to exist
if the returns of the portfolios were "judged" to be sufficiently
different from each other.
Finally, we used the association criterion first used by Beaver
and Dukes" to determine which model approximates market
expectations of the accounting numbers.
" William H. Beaver and Roland E. Dukes, "Interperiod Tax Allocation, Earnings
Expectation and the Behavior of Security Prices," Accounting Rnnew (July 1973),
320-32.
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Empirical Results
Exhibit 1 summarizes the regression results from the monthly
security returns. The mean value of 1.0130 for (3 indicated that
the sample, viewed as an equal weighted portfolio, bears a system-
atic risk virtually identical to the market index. The mean R^ of
0.3421 indicates that approximately 34 percent of the variance in
the monthly security return of a company can be accounted for
by widespread movements in share prices. The Durbin-Watson
statistic suggests that there is no relationship between abnormal
returns in consecutive months.
Because of the large number of possible combinations (thirty-
six in this study) and the similarity of the results, only one
combination will be discussed here. All of the information needed
to analyze the other possible combinations is contained in Exhibits
2 and 3.
The assumptions needed to analyze one possible combination
are the following:
1. Investors use expectation Model 2 (on page 00) to forecast
accounting numbers;
2. EPS is the accounting variable of interest;
3. Investors rely on the sign of the unexpected return and not on
its magnitude to determine whether actual EPS contain "good"
or "bad" news; and
4. Investors follow an investment strategy based on the Ball and
Brown index.
No attempt was made in this section to determine which expec-
tation model, which accounting variable, or which portfolio com-
Exhibit 1. Regression Statistics in the Non-forecast Period
Decile «, ^, R- s-', D-W
.10 -0.0421 0.4187 0.0846 0.0045 1.7466
.20 -0.0229 0.6486 0.1586 0.0053 1.8970
.30 -0.0126 0.7432 0.2312 0.0072 1.9896
.40 -0.0051 0.9319 0.2865 0.0100 2.1017
.50 0.0034 1.0190 0.3387 0.0118 2.2726
.60 0.0049 1.1750 0.3750 0.0137 2.3666
.70 0.0137 1.2425 0.4312 0.0170 2.4023
.80 0.0199 1.3608 0.5067 0.0196 2.5697
.90 0.0324 1.4170 0.5832 0.0257 2.7869
1.00 0.0787 1.8867 0.8420 0.0553 3.4921
Mean 0.0018 1.0130 0.3421
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position criterion appeared to approximate aggregate market ex-
pectations most closely.
According to the assumptions made above, the following data
were extracted from Exhibit 2.
Model 2 (EPS, Sign)
B&B Index
Month Good
A plot of these data follows.
Bad
-11 .9951 .9351 1.93
-10 1.0296 .9005 1.42
-9 .9989 .9138 1.47
-8 1.0266 .8670 3.32
-7 1.0235 .8652 0.17
-6 1.0392 .8581 0.06
-5 1.0886 .8246 1.42
-4 1.0844 .8182 0.28
-3 1.1048 .8004 0.11
-2 1.1692 .7735 2.88
-1 1.2494 .7633 3.93
1.2632 .7421 0.01
1 1.2836 .7450 0.42
2 1.2689 .7470 0.53
3 1.2010 .7299 0.02
Months Preceding Announcement
Legend: Index • • • Bad B&B
—
Good B&B
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If an investor had known annual accounting variables for the
firms in the sample twelve months in advance of their release, and
had purchased shares of the "good" companies, he or she could
have realized an average return of 26.32 percent more than
normally would have been expected. At the same time, the investor
could have avoided making investments in the "bad" news com-
panies which would have reduced his or her average yield to 25.79
(i.e., 1 — .7421) percent less than he or she normally would have
expected.
To test the hypothesis of no relationship between the sign of
the forecast error and the sign of the abnormal return, a two-by-
two contingency table with one degree of freedom was used. The
chi-square statistic values are presented here.
By looking first at the chi-square values presented, the first
hypothesis of no relationship between the sign of the forecast error
and the sign of the abnormal return cannot be rejected in most
of the cases. Only in month — 1 is the null hypothesis marginally
rejected at the .05 level. At first glance, a tentative conclusion
would be that the sign of the forecast error does not help to
distinguish between those companies with positive abnormal returns
and those with negative returns. But by looking at the values of
the API or by looking at the plot, the first tentative conclusion
seems contradictory. This is because the values of the API for the
portfolio of "good" news indicate consistently better performance
than the portfolio with "bad" news. The explanation of this
apparent contradiction is that although there is no statistically
significant relationship between the sign of the forecast error and
the sign of the abnormal returns in most of the cases, the much
better securities were indeed identified from the much worse
securities.
This can be examined by testing the following hypothesis:
H: There is no relationship between the sign of the forecast error
and the sign of the cumulative abnormal returns.
This hypothesis draws special attention to cross-sectional aggre-
gation effects. The frequencies with which each expectation model
assigned firms with positive cumulative abnormal returns to the
"good" companies' portfolio, and firms with negative cumulative
abnormal returns to the "bad" companies' portfolio, can be com-
pared by looking at the chi-square values presented here:
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Non-
Month Cumulative Cumulative
-11 1.93 1.93
-10 1.42 2.52
-9 1.47 0.01
-8 3.32 2.52
-7 0.17 0.35
-6 0.06 1.19
-5 1.42 0.35
-4 0.28 1.19
-3 0.11 1.19
-2 2.88 2.52
-1 3.93 6.68
0.01 6.68
1 0.42 9.51
2 0.53 4.35
3 0.02 4.35
In most of the cases, the chi-square statistics under the cumulative
returns hypothesis are greater than under the first hypothesis. A
two-by-two contingency table which summarizes data for each of
the fifteen months is presented in Exhibit 4. That exhibit presents
both the cumulative and non-cumulative returns for each account-
ing variable and for each expectation model.
Exhibit 4. Summary of the Results of the Association between the Sign of the
Forecast Error and the Sign of the Abnormal Returns
Non-Cumulative returns
Forecast Error
Expec-
tation
Model
> <
u, > u, < < >
Associ-
ation
of
Signs
7c
Signifi-
cance
Level
A
C V
C A
O R
U I
Cash
Flow
Model 1 371 349 201 129 54.48 14.03 .01
Model 2
Model 3
337
216
323
204
227
346
163
284
53.71
53.52
8.44
4.07
.01
.05
N A
T B Model 1 395 385 164 106 53.23 10.41 .01
I L
N E
G
EPS Model 2 313 302 248 187 53.42 6.38 .05
Model 3 234 246 304 266 51.24 0.45 >.05
Ciumulative Returns
A
Cash
Flow
Model 1 395 325 277 53 64.00 139.26 .001
C A Model 2 349 311 290 100 60.86 74.31 .001
O R
U I
Model 3 215 205 397 233 58.29 20.79 .001
N A
T B Model 1 396 384 218 52 58.48 81.41 .001
I L EPS Model 2 283 332 313 122 56.76 34.73 .001
G Model 3 202 278 324 246 50.09 0.12 >.10
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The behavior of the API is not completely monotonic. In some
cases, specifically in month -9 and months 2 and 3 for "good"
companies, revision in the opposite direction occurred. A possible
explanation of this behavior may be that the price of securities
may initially increase (decrease) as a result of incomplete infor-
mation which caused the market to over- (under-)react. Subse-
quently, as more complete information was gathered, an adjustment
for such over- (under-)reaction was made.
It is also important to mention that the API starts rising and
falling well in advance of the announcement date for the "good"
and "bad" news portfolios, respectively. These results are consistent
with an efficient market in which information is assimilated in
anticipation of the announcement date, and stock prices are ad-
justed accordingly. This implies that other information is being
publicly released, which allows investors to revise their predictions
of accounting information. These competing sources of accounting
numbers include quarterly accounting numbers, quarterly divi-
dends, releases issued by market-newsletter services, and so on.
Other Combinations
Similar conclusions were obtained for the other possible combi-
nations. The reader is invited to examine the results of the thirty-
five other possible combinations as presented in exhibits 2 and 3.
Statistical Tests and Association Criterion
Exhibit 5 presents the Z(t) values for every month. The two dotted
lines at z= ± 1.96 indicate the 0.05 two-sided probability contours.
That is, there is a less than 0.05 probability that the abnormal
return will move beyond ±1.96. In all the fifteen months, the
second hypothesis cannot be rejected, meaning that the unexpected
returns are not statistically diff^erent from zero.
Exhibit 6 presents the Z(L) values for every month. In this case,
the third hypothesis that cumulative abnormal returns are equal
to zero is rejected at the .05 level in half of the months and
marginally failed to reject the null hypothesis. This indicates that
if an investor had invested in the whole sample an equal weight
of 1/N dollars in each company and held this investment beyond
month —3, the unexpected returns would not have been equal to
zero. Therefore, ignoring any kind of financial information, an
investor would
1
. Earn no abnormal return if purchases and sales of securities
occur in each month, and
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Exhibit 5. Z(t) Values for Firm Forecast Error
-11
-10 -9 -8 -7 -6 -5 -4 -3 -2 -1
Months Preceding Announcement
Exhibit 6. Z(L) Values for Firm Forecast Error
5 -
4 -
3 -
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2. Earn an abnormal return (marginally) if securities were pur-
chased in month —11 and held at least until month —3.
Another way to determine whether accounting numbers provide
information is to determine whether unexpected returns would
have been different had investors followed a strategy based on
signals provided by accounting variables. The following section
presents such an analysis.
Z(L) Using Accounting Information
The Z(L) statistics obtained when portfolios were formed using
signals from accounting variables (EPS and cash flow) are presented
in Exhibit 7, a review of which indicates that in all cases, the
portfolios formed of "good" companies have positive abnormal
returns, which are statistically diff^erent from zero in all months.
In the case of the portfolios formed of "bad" companies, the Z(L)
behavior is diff^erent since the portfolios do not exhibit such long-
range anticipatory adjustments, and in most cases, do not exceed
the critical Z values until month -3.
These results seem to indicate that accounting numbers do
convey informational content. In every case, the investors would
be better off to follow a strategy based on signals provided by EPS
and cash-flow numbers than to invest in the market portfolio
(which ignores accounting numbers).
Determination of which expectation model and which accounting
variables are most compatible with the one(s) used by the market
has yet to be discussed. The next section attempts to accomplish
this by using the association criterion.
Association Criterion
This section relies on the association criterion to determine which
model(s) best estimate(s) market-wide expectations. The results are
based on API scores, as well as on Z(L) values.
If the conditions necessary for the API to serve as a model
comparative measure are met,'^ the API scores indicate the relative
association between the observable models of investor expectations
and the unobservable expectations themselves. Consequently, the
API scores may indicate which of the three expectation models
used in this study approximates market expectations of accounting
numbers.
Since there are two criteria to determine which models are the
'^ James Patell has developed the necessary conditions under which this criterion
can be rightfully applied. See Patell, "The API and the Design of Experiments,"
Journal of Accounting Research (Autumn 1979), 528-49.
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ones that more accurately estimated market-wide expectations, no
combination was found to be consistently superior. Model 2 may
be considered to be the best performer since it did well in both
API scores and Z(L) values for both accounting variables (however,
EPS performs slightly better than does cash flow).
Some methods that did well in the API scores did not do well
in Z(L) values. In the case of the portfolios formed of "bad" news
companies, Z(L) values were not significantly different from zero
in six diff^erent combinations in most of the months. This apparent
contradiction lies in the definition of the indexes and Z(L). As
constructed, the indexes are not aff^ected when abnormal returns
are equal to zero (this does not hold for the Pettit index). The
addition of another month for which the abnormal return is zero
does not change the API's scores. But this does not hold for the
Z(L) measure, which contains ^/Lin the denominator The addition
of a month for which the abnormal return is equal to zero decreases
the value of Z(L), making it more difficult to reject the null
hypothesis that E(Ujt) = 0.
CONCLUSIONS
Despite the Mexican Stock Exchange being a volatile market, it
seems that EPS and cash-flow data allowed investors to discriminate
between those companies with large abnormal positive returns
from those with large abnormal negative returns. Consequently, it
seems that accounting variables do possess information content for
investing in securities listed on the MSE.
A by-product of this research was the determination of the
forecast model which best approximates market expectations. While
all three performed well, the best performer was the model in
which the forecast variable was assumed to change by the same
absolute magnitude of the prior year's change.
The results of this study tend to contradict the conventional
wisdom that would suggest that capital markets in developing
countries are somewhat naive, that is, inefficient. Many structural
diff^erences exist between the U.S. and Mexican capital markets
which would suggest diff^erences in accounting information content.
However, these apparently do not cause information content dif-
ferences. Additional research is needed to provide empirical insight
into the apparent paradox.
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Qualification Requirements for Public
Accounting in Selected Foreign Countries:
A Comparison with the United States
PATRICK H. HEASTON*
The authority to establish and administer the qualifications for the
license to practice as a certified public accountant (CPA) is exercised
by fifty-four separate jurisdictions within the United States and its
possessions. This is the result of a conscious effort by the profession
in this country from early in its existence to seek professional
accreditation under state law rather than from a private, profes-
sional society — a choice consistent with the accreditation of other
U.S. professions.'
As as result of this dispersion of authority, the qualification
requirements are quite variable from jurisdiction to jurisdiction in
the United States. A baccalaureate degree in accounting or its
equivalent is the predominant education requirement; however,
thirteen jurisdictions do not require that a candidate with a
baccalaureate have a concentration in accounting, and fifteen
jurisdictions still accept less than a baccalaureate degree. At the
other end of the spectrum, three jurisdictions (Hawaii, Florida,
and Utah) now or soon will require a baccalaureate degree plus
thirty hours of additional study, including at some point in the
program a concentration in accounting. Experience is a significant
component of qualification for licensure in some jurisdictions and
plays no part in others. The great majority ofjurisdictions require
* Patrick H. Heaston is .\ssistant Professor of Accounting, College of Business
Administration, Drake University.
'John L. Carey, The Rise of the Accounting Profession, vol. 1 (New York: American
Institute of Certified Public Accountants, 1969), 315.
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some experience, but the duration and character of acceptable
experience is quite variable, ranging from one to three years for
baccalaureate degree candidates and including various combina-
tions of public, government, and industry accounting experience.
Some jurisdictions require substantial auditing experience in public
accounting while others permit a wide range of accounting expe-
rience in a number of accounting work environments.
Both the American Institute of Certified Public Accountants
(AICPA) and the National Association of State Boards of Accoun-
tancy (NASBA) have long worked for uniformity among the
jurisdictions; however, even these two organizations are not in
complete agreement on the qualification requirements which they
propose. The official position of the AICPA is embodied in the
Report of the Committee on Education and Experience Requirements for
CPAs (Beamer Report). The committee recommended five years
of college study (now expressed as a baccalaureate degree plus
thirty hours of additional study) and elimination of an experience
requirement.^ The latter recommendation did not reflect an atti-
tude that experience is not valuable but rather a perception that
uniform standards for experience cannot be established or policed.
The NASBA also proposes a comparable education requirement
but retains a one-year experience requirement with significant
audit exposure for candidates meeting such an education require-
ment.^ Significantlv, the AICPA makes no distinction between the
award of the CPA certificate and the license to practice for
candidates completing the education requirement and passing the
CPA examination, while the NASBA proposes award of the certif-
icate upon completion of education and the examination, but
awards the license to practice only after completion of appropriate
experience. This diff^erence concerning an experience requirement
has not been reconciled in the recently published Model Accountancy
Bill prepared by a joint AICPA-NASBA committee. The bill off'ers
an experience requirement as optional.^
With the idea that the goal of uniformity and the quality of any
qualification requirements might benefit from comparison of the
^ Elmer G. Beamer, chairman, Report of the Committee on Education and Experience
Requirements for CPAs (New York: .\merican Institute of Certified Public Account-
ants, 1969), 7.
^ National Association of State Boards of Accountancy, Model Public Accountancy
Act (New York: National Association of State Boards of Accountancy, 1980), 41,
49.
* AICPA-NASBA Special Committee on Model Accountancy Bill, Model Public
Accountancy Bill (American Institute of Certified Public Accountants and National
Association of State Boards of Accountancy, 1984), section 6, 24-28.
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U.S. requirements with those in other countries, sixty-six foreign
accounting societies which are members of the International Fed-
eration of Accountants were surveyed in the latter half of 1981
concerning their qualifications for admission to the profession of
public accounting. Forty-four societies (65 percent) responded, and
thirty-nine (59 percent) provided sufficient information to cate-
gorize their qualification processes.
The societies responded in a variety of forms. Many provided
the requested information through a letter response; some for-
warded copies of printed materials, such as society by-laws or
student handbooks; still others (in Europe) forwarded copies of
joint studies conducted with the Institute of Chartered Accountants
in England and Wales, which addressed the question of qualification
requirements. This information is summarized in Exhibit 1.
SOCIETY CONTROL
The major reason for the lack of uniformity in the United States
is the state and territorial government control of licensure within
a federal government system. This is not a problem anywhere else
in the world, although government regulation of certain accounting
services and/or the accounting profession in some form seems a
universal reality.
Government regulation ranges from indirect influence on the
qualification process to direct licensure of professional accountants.
In a number of countries, the professional society controls the
qualification process, and the only government influence involves
the restriction of certain accounting services to society members.
Commonly, statutory audits are required of certain firms, and
society members alone can perform such audits. The reviseur
d'enterprises in Belgium is an example of a statutory auditor"^ In
other countries, the government has delegated its authority for
regulation of the profession to the professional accounting orga-
nization. In Japan, for example, the Ministry of Finance has the
authority to regulate the profession but has delegated much of
this to the Institute of CPAs.'' In other countries, the government
directly licenses public accountants but the accounting organization
is recognized by government departments as representative of the
profession and, therefore, is consulted in matters pertinent to the
^ Anglo-Belgian Liaison Committee, Requireinents for Qualification as a rei'iseur
d'enterprises in Belgium (London: Institute of Chartered Accountants in England
and Wales, 1977), 1-2.
''Japanese Institute of Certified Public Accountants, CPA Profession inJapan (Tokyo:
JICPA, 1979), 17.
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profession. Of all the countries surveyed. West Germany seems
most similar to the United States in political structure. It too has
a federal svstem. and the individual states regulated the accounting
profession until 1961. At that time, a federal regulatory body,
which has a membership equivalent to that of the AICPA, was
created. The Federal Ministry of Economics is responsible for this
regulatory body, but its supervision is limited to ensuring compli-
ance with the statutory authority.'
Importantly, regardless of the nature and extent of regulation,
there is a single, uniform qualification process within other coun-
tries throughout the world. The accounting society is normally a
direct participant in this process, unlike the AICPA and state
accounting societies in the United States, which advise and lobby
state legislators concerning qualification standards.
EDUCATION
It would be presumptuous to attempt to evaluate the efficacy of
the educational process of one country relative to another. There
are too manv qualitatixe factors incapable of measurement to
consider. One can at least sense the extent of academic preparation
in the context of the other elements of the qualification process
from the information provided bv the accounting societies. In
some cases, a detailed svllabus. which offered some basis for
judgment, was provided.
The experience in the United States has evolved from an
emphasis solely on practical experience to more formal education
as a preparation for the profession. The education requirements
have been upgraded over time to the point that a baccalaureate
degree with a concentration in accounting is the general prereq-
uisite. This same phenomenon appears in other countries. As
Exhibit 1 indicates. twent\' of the societies surveyed will accept
nothing less than a baccalaureate degree as minimum academic
preparation. An accounting major is clearlv indicated in eleven of
these countries but appears to be the fact in at least several more.
Denmark and France have multiple degree levels which lead to an
equivalent of an accounting major; Greece and the Philippines
have a professional examination covering accounting and related
subjects which is taken upon completion of the degree: Turke\
requires accounting courses as a part of its curriculum.
' Institute of Chartered Accountants in England and Wales and Institut der
Wirtschaftsprufer in Deutschland e.V., Requirementi for Qualifications, as a Wxrt-
schafuprufer in the Federal Republic of Germany, 3d. ed. CLondon: Institute of
Chartered Accountants in England and Wales. 1980;, 1-2.
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Of the twenty countries that set a baccalaureate degree as a
minimum, South Africa perhaps most clearly involves the profession
in formal education. The course content for the Certificate in the
Theory of Accountancy is approved by the Public Accountants'
and Auditors Board, and professional accountants work closely
with the universities. In a letter to the author, K. G. Mockler,
executive director of the South African Institute of Chartered
Accountants, described the relationship of the profession to edu-
cation:
Representatives of the Institute serve in an advisory capacity to the
recognized universities. In addition, at some of the universities members
of the profession act as external examiners in accounting and related
subjects. Representatives from universities serve on the Public Account-
ants' and Auditors' Board and on the Board's Education Committee.
The profession, therefore, not only maintains close relations with the
universities but also some control over the content of the courses
presented and examination standards.
The profession, through the Board, augments the salaries of lecturers
and professors in accounting and auditing in order to encourage Char-
tered Accountants to take teaching positions at the universities.
Though the remaining countries will accept less, many candidates
do have a baccalaureate, and most of these countries still apparently
require formal accounting education of some depth and breadth.
Similarities among these countries yield some natural groupings:
the Netherlands and Norway accept some variety of educational
background but require advanced accounting and auditing studies
at the University; New Zealand and Singapore may exempt can-
didates with a baccalaureate in accounting from examination in
certain subjects but will require an examination testing equivalent
knowledge for nongraduates; Israel requires an examination of
equivalent knowledge for nongraduates in addition to the profes-
sional examination; Australia, Belgium (expert comptable), Japan,
Scotland, and the United Kingdom require either a diploma from
a technical college with a strong accounting curriculum defined
or passing an examination of the equivalent knowledge; Belgium
(reviseur d'enterprises). Hong Kong, India, and Malaysia offer a
series of academic examinations that parallel the baccalaureate
preparation; West Germany accepts candidates with a variety of
backgrounds and relies on its professional examination to ensure
that candidates obtain the necessary academic preparation; Leba-
non, Trinidad, and \'enezuela indicate a clear commitment to
higher education, but the information received was minimal; Kenya
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is the only country without educational standards beyond secondary
school.
Another element of education to consider is advanced study
beyond the baccalaureate available in some countries. Sufficient
information in many countries was not available to determine
whether academic programs equivalent to the five-year requirement
proposed in the United States exist. Panama has a five-year
accounting program. The Netherlands, France, and Switzerland
apparently require lengthy academic preparation. The seminars in
Belgium (reviseur d'enterprises) and the courses in India and
Pakistan appear also to impart primarily academic knowledge.
Seminars in the remaining countries, however, are provided by
the professional societies and are expressly designed to integrate
academic knowledge with practice. A condition of acceptance to
the seminars is a position in public practice. The courses are
typically taught by practicing professionals and include lectures,
discussions, and written case studies intended to build on academic
knowledge and require its application in practice situations.
These seminars appear to be more than the equivalent of staff
training courses offered by many firms in the United States for
new staff. The purpose is to prepare an individual who is competent
in practice at the time of licensure, not to prepare an individual
who is competent to enter practice. The direct control of the
professional society and the simultaneous practical training over
some period of time emphasize this purpose.
This is a distinctly different approach to advanced education
than that advocated in the United States. The advanced formal
education proposed by the AICPA and NASBA relies upon the
academic community to provide the education. This is premised
on a conclusion that five years are necessary to impart adequate
academic preparation to enter practice. The profession in the
United States makes no attempt to integrate advanced education
formally with practice to obtain competence in practice.
EXPERIENCE
The experience requirements listed in Exhibit 1 indicate that the
duration of experience outside the United States is variable but
generally longer. A three-year requirement is rare in the United
States but is common in other countries. A few countries have
particularly lengthy requirements: Greece requires a progression
through three levels over an eleven-year period before full mem-
bership in the society is granted; Switzerland requires seven years
Qualification Requirements fi)r Public Accounting 83
of experience, of which four must be in public practice; West
Germany requires five years of experience, at least two of which
must be in public practice.
A greater homogeneity also exists among the foreign accounting
societies as to the source of acceptable accounting experience.
Experience outside public accounting is rarely acceptable. Den-
mark, Norway, Israel, and Belgium (expert comptable) are the
only countries to accept nonpublic experience exclusively as suf-
ficient for admission; all impose some restrictions: Denmark spec-
ifies the work must involve internal auditing; Noway restricts
government service to tax or audit offices; Israel restricts the
experience to certain types of government and business entities;
Belgium restricts the experience to private industry only. This is
consistent with the role of the expert comptable in Belgium. The
reviseur d'enterprises alone can conduct statutory audits, and his
practice is restricted to this activity. The expert comptable, on the
other hand, is more a business consultant, so industry experience
seems appropriate. This experience is also under the close super-
vision of a member of the society in public practice.
Several other countries (Luxembourg, Malaysia, Sweden, Switz-
erland, and West Germany) accept nonpublic experience as a
portion of the required experience. Luxembourg requires only
one year of public exposure, but the remaining societies require
from two to four years of public experience. France and India also
allow some private-industry experience, but it is optional, for a
limited period of time, and under the close supervision of a society
member.
The restriction of acceptable experience primarily to public
accounting outside the United States is probably due to the control
of the accounting society over admission to the profession. Formal
or informal delegation or regulation of the profession by govern-
ment has insulated the qualifications process from the political
pressures received in the United States, where numbers of state
legislatures wrestle with standards in a political climate. As a result,
the problem of experience definition does not appear to exist in
the United States. "Equivalence" is not a problem. Experience
must still be defined, but the accounting profession has developed
to service the particular needs of each country's economic envi-
ronment under the control of the profession itself. The result is
practical experience closely allied to those needs.
The countries that do not require experience have some inter-
esting similarities. All of them, for example, require a degree in
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accounting or its equivalent as a minimum education requirement.
In addition, all of them have developing economies with accounting
professions which are in a state of development.
In contrast, the economies that are most advanced and have the
most established accounting professions, Western Europe, Japan,
and some British Commonwealth members, appear to require
experience as an important component of the qualification process.
Certainly, the presence of an experience requirement has its origin
in the past when practical experience earned through a formal
principal-clerk relationship was the primary means of acquiring
the necessary knowledge for qualification for the profession. As
the emphasis on formal education has evolved in these countries
and the education requirement has been upgraded, however, a
significant experience requirement has been retained. This process,
as in the United States, is subject to change; but there is no hint,
particularly where advanced seminars integrate with experience,
that experience will become less important.
As noted earlier, the Beamer Report recommended the elimi-
nation of experience as a requirement for certification and licensure
because of a conclusion that an experience requirement could not
be uniformly administered and adequately policed. The experience
requirement in the United States is administered primarily through
the use of employer attestation of the candidate's experience at
the end of the period of experience. The form of this attestation
varies from the requirement of a letter from the employer to
completion of a detailed form requiring affirmation of completion
of specified audit activities.
The procedures used by foreign accounting societies with an
experience requirement to administer the qualification process are
presented in Exhibit 2. Employer attestation is also used in almost
every country. It stands clearly by itself, however, in only a few
countries. Additional procedures, which may or may not aid in
the control and evaluation of experience, are evident in other
countries.
An administrative procedure closely related to employer attes-
tation is the requirement of the candidate to maintain a diary or
record of work experience. This procedure is required by eleven
national societies. Maintenance of a diary by the candidate not
only provides the certifying or licensing authority with more
detailed information, but also emphasizes to the candidate his or
her responsibility for obtaining satisfactory experience. Periodic
appraisal or review of the candidate's progress is another procedure
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used in a number of countries to supplement employer attestation.
In Zimbabwe, for example, a semiannual report by the clerk and
a review by the principal are monitored by a subcommittee of the
Education and Training Committee of the Institute.^
Another procedure used in some countries is a formal adviser
for the candidate. The contractual principal-clerk relationship still
exists in the United Kingdom and many of its former colonies. A
study of the education standards of these same countries in Exhibit
1 should dispel the notion that the relationship resembles a
nineteenth century setting where the clerk exists in a state of
servitude. The relationship seems to serve primarily as a clarifi-
cation of the relative duties and responsibilities of the parties
involved. In other countries, the advisory capacity is quite distinct
from that of principal-clerk or employer-employee. In Australia,
where candidates engage in a professional year of study integrating
lectures and discussion with practical training, counsel with and
assessments of candidates are made by practitioners who are not
the candidate's employers. Each candidate is assigned to a specific
group for purposes of lecture, discussion, and completion of written
assignments. There is a group leader and a module assessor assigned
to particular areas of study.^
The practicing membership that may assume responsibility for
the training of candidates is also controlled and restricted in a few
countries. In Canada and South Africa, firms must be approved
to train. Firms must submit information to the appropriate au-
thority which indicates there is sufficient diversity within the
practice to provide the candidate with the opportunity to obtain
the breadth and depth of training desired. Firms are subject to
triennial review in both countries. As one might suspect, not all
firms may qualify as training firms. For example, it has been
estimated that 125 to 150 of the 450 firms in the province of
Alberta, Canada, are approved to train.'"
A final procedure to consider is the professional examination.
Although a professional examination is given in the United States,
its objective to validate academic accounting knowledge largely
negates it as a control or evaluation instrument relevant to expe-
** E. H. Thomas, executive director, Institute of Chartered Accountants of Zim-
babwe, letter to the author (1 July 1981).
^ Institute of Chartered Accountants in Australia, Professional Year of Study 1981 j
82: Programme, Education Handbook, and Directions to Candidates (Sydney: ICAA,
1981), 11.
'"Steven J. Glover, director of Student Education, Institute of Chartered Ac-
countants of Alberta, letter to the author (18 August 1981).
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rience. A number of countries offer a series of examinations during
the practicum or near the end of the practicum. The placement
of the examinations. particularl\' near the end of the practicum
period, mav indicate a conscious effort to use them to validate
adequate experience. Whether such an exam is so constructed in
anv of the countries is not determinable from the information
provided.
CONCLUSION
Formal accounting education is emphasized as a major component
of the professional qualification process throughout the world. In
some of the developing countries, the accounting societies assume
the major role of providing this education: howexer, in most
countries, particularlv those \\ith more advanced economies, ac-
counting education at the college level is apparent. In a number
of countries, the accounting societv is in\"olved in advanced, prac-
tical training bevond formal education which seeks to integrate
academic knowledge with practical application. In the United
States, such training is left to the firms or specialized groups.
Advanced accounting education has a decidedlv academic focus.
Experience also appears to be considered a major component of
the admissions process. Practical experience generallv is longer
than in the United States and is generallv restricted to practice in
public accounting. The administratis e procedures emploved to
help control and evaluate experience \arv from countr\" to countr\'
but in manv countries are more extensive than administrati\e
procedures used in the L'nited States.
Countries with ad\anced, industrialized economies and long-
established accounting professions similar to those of the L'nited
States impose a greater varietv of procedures on the admissions
process than does the L'nited States. Canada, for example, inte-
grates a number of procedures into the admissions process. In
carder to ensure that the candidate has the appropriate learning
en\ironment. firms nuist be appro\ed to train. To ensure this
en\ ironment is properlv utilized, candidates must maintain a diarv
that is periodicallv reviesved and attested to b\ the employer. To
ensure that all candidates, regardless of employment, receive some
uniformity of preparation for practice and the professional ex-
amination, all candidates must attend practitioner-taught, institute-
sponsored seminars on financial reporting, taxation, and auditing.
The information in Exhibits 1 and 2 should give the profession
in the l'nited States pause for thought. Should the profession and
90 THE INTERNATIONAL JOURNAL OF ACCOUNTING
its practitioners become more formalh involved in advanced sem-
inars, either as a supplement to or in lieu of a fifth year of college
studv, which can ease the transition from classroom to practice? Is
the Beamer Committee correct in its conclusion that experience
cannot be equitablv administered and effectivelv policed? Can
employer attestation be efi"ectivelv supplemented by other admin-
istrative procedures, such as the candidate diary, which would
enhance the equit\ and enforcement of a meaningful experience
requirement?
Unique conditions exist in each countrv. The wide dispersion of
the control of accounting licensure in the United States cannot be
overemphasized. An in-depth studv of the qualification processes
in other countries mav provide the ingredients for a uniform
qualification process of highest possible qualit\ in the United States.
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The Effects of Combined Audit and
Management Services on Public Perception of
Auditor Independence in Developing Countries:
The Malaysian Case
FERDINAND A. GUL and TEOH HAI YAP*
In recent years, there has been an unprecedented expansion by
public accounting firms into the area of management services.
Evidence suggests that many large public accounting firms both in
developed and underdeveloped countries not only conduct tradi-
tional audits, but also render management services for their clients.
In the United States, a survey conducted in the 1960s indicated
that management consulting for individual practitioners increased
35 percent from 1959 to 1964.' In 1968, Kell reported that 15
percent of the total revenue of practicing CPAs was derived from
management services and predicted that in the following ten to
twenty years, management services were expected to generate
between 25 to 50 percent of the total revenue.' In January 1 98 1,
it was estimated that there were at least eight thousand full-time
management consulting personnel in CPA firms.* The same trends
are predicted for Britain and Australia. These figures and the
evidence that exists clearly indicate the growing significance of
management consulting services in public accounting firms.
By providing both management services and audits, particularly
* Ferdinand A. Gul is a Reader and Teoh Hai Yap is a Senior Lecturer in the
Department of Accountancy, University of Wollongong, Australia.
' The CPA (American Institute of Certified Public Accountants) (July-August 1964).
^ W. G. Kell, "Public Accounting's Irresistible Force and Immovable Object,"
Accounting Rnnnc (April 1968), 266.
' See P. B. Chenok, "F.xciting Challenges of MAS," Journal of Accountancy (June
1981), 81.
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to the same client, public accounting firms are open to the risk
that the independence of auditors could be seriously impaired.
Auditor independence has always been the basis of public confi-
dence in the work of auditors. The importance of public confidence
in the auditors' independence is emphasized in the Australian
Statement of Auditing Standards (AUS 1 , 15):
It is of utmost importance to the profession that the confidence of the
general public in the independence of auditors be maintained. Public
confidence is likely to be impaired if there is evidence of an actual lack
of independence; it might also be impaired by the existence of circum-
stances which reasonable people might believe would influence inde-
pendence. An auditor must be recognized as independent and be free
of any obligation to or interest in, the client or its directors. The auditor
should not only be independent in fact; he should avoid situations that
may lead others to doubt his independence.
An apparent lack of independence can be as damaging to public
confidence, and thus to the audit profession, as a direct violation
of independence. Several writers suggest that the provision of
management services by auditing firms can adversely affect public
confidence. As Mautz and Sharaf, for example, state:
Management, of course, is at liberty to accept, modify, or reject a given
piece of expert advice. But advice is requested on the promise that it
will be given rational consideration. It is requested because management
feels its own inability to know all the alternative solutions to the problem
at issue and evaluate them and choose from among them. Management
wants the advice and intends to use it; advice is sought and paid for to
be followed, not be ignored. It seems a folly indeed to separate advising
and judgment making. *
In supporting this reasoning, Schulte also argues that the con-
sulting relationship creates a situation where the interests of the
auditor and the client appear to be almost identical. Schulte asserts
that the auditor as a consultant becomes "both logically and
emotionally involved in the decision outcome and this will affect
audit independence."^ Empirical studies by Schulte^ and other
writers support the concept that the perceived independence of
the audit firm is impaired if it also renders management services.
More recently, Firth found that 63 percent of financial analysts
and 61 percent of loan officers sampled indicated that their
• R. K. Mautz and H. A. Sharaf, The Philosophy of Auditing (American Accounting
Association, 1961), 221.
^ A. A. Schulte, Jr., "Management Services: A Challenge to Audit Independence?"
Accounting Rnnew (October 1966), 721-28.
« Ibid.
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perception of independence was in fact adversely affected when
the audit firm was also engaged in management consulting.^
Most of these viewpoints and findings are in the context of the
developed countries such as the United States, Britain, and Aus-
tralia. The accounting professions in these countries have had a
relatively longer history and are more developed that those of
underdeveloped countries. Moreover, users of corporate reports
in the developed countries are also more sophisticated in terms of
their greater reliance on understanding and use of corporate
reports.^ In contrast, underdeveloped countries are characterized
by lower levels of literacy and education. On the basis of these
differences, it may be possible that public perception of auditor
independence in terms of combined audit-non-audit services may
not be similar to the view of the public in the more developed
free world. Public perception of auditor independence in under-
developed countries is also significant in the context of the im-
portant role of the auditor in the development of the commercial
sector. In this context, Enthoven asserts:
. . . corporate reporting and disclosure of information to the financial
community plays an important part in building investor confidence and
interest and stimulating the development of capital markets. . . .
. . . many countries have no proper capital markets precisely because
there is no financial reporting of a nature to generate investor confidence.'
While existing evidence suggests that perceived independence is
affected as a result of the provision of management services, the
major professional accounting bodies have taken the official position
that the provision of management consulting services does not
impair auditor independence so long as the audit firm does not
participate in the decision-making process. The Australian Institute
of Chartered Accountants, for example, states in its Ethical Pron-
ouncements (AEP 10, par. 24):
When providing management consulting services to an audit client, a
practice or a person in the practice must not participate in the executive
function of that client. Decision making is part of the duties of the board
of directors and management of a company and not of its auditors.
' Michael Firth, "Perceptions of Auditor Independence and Official Ethical Guide-
lines," Accounting Rex'ieu' (July 1980).
** Adolf J. H. Enthoven, "Economic Development and Accountancy." yo!/r«n/ of
Accou7ilancy {August 1965), 33.
" Ibid.
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OBJECTIVES OF THE STUDY
Bearing these considerations in mind, this study empirically inves-
tigated the effects of combined audit and management consulting
services by public accounting firms on a sample of the Malaysian
public. Since Malaysia is fairly representative of the developing
countries in the free world bloc, empirical evidence may provide
useful inputs for accounting and auditing policy formulations in
other similar countries. In addition, such evidence can also provide
comparative data for similar research efforts in other countries.
Although writers'" have provided some empirical evidence in the
more developed countries (e.g.. United Kingdom), there has been,
as far as the authors are aware, no such study in Malaysia or other
developing countries. It is hypothesized in this study that the public
in Malaysia, as in other developing countries, is less sophisticated
vis-a-vis their counterparts in the advanced countries (e.g., the
United Kingdom or United States), and this difference is reflected
in their attitudes toward auditors' independence.
METHOD
A pilot-tested questionnaire was distributed to a cross section of
the public who were selected at random comprising practicing
accountants, bankers, managers, and a group of shareholders. An
analysis of those who were contacted and agreed to participate
follows.
Public accountants" 23
Bankers 24
Managers 29
Shareholders'^ 34
Total 110
The rationale for identifying different groups of subjects for
this investigation was to obtain some empirical evidence on whether
different categories of users perceived the independence problem
differently. Firth recognizes this possibility: "Given that it is the
users of financial statements who need to be reassured about
'° Firth, "Auditor Independence."
" The majority of responding public accountants were from large accounting
firms and, in all the cases, management consulting services were provided by these
public accounting firms.
'^ Shareholders reported ownership of shares in public companies. It should be
noted that some members of the other groups also could well be shareholders.
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auditor independence there seems to be a need for some objective
evidence relating to their perceptions.'"'
The questionnaire addressed five related issues. The first issue
concerned the overall question of auditor independence. Respond-
ents were asked whether they believed that auditor independence
is necessary for ensuring confidence in the usefulness of the
auditor's report. Independence was defined as an objective state
of mind which is not influenced by the views of clients and the
avoidance of situations which would tend to impair objectivity or
create personal bias that would influence the auditors' delicate
judgments. The second issue was related to the question of whether
the expansion into management services and other non-audit areas
affected the respondents' confidence in the auditors' independence.
The third issue concerned whether respondents believed that it
was possible to separate the advisory role from the decision-making
role when an audit firm renders non-audit services. This is signif-
icant since professional accounting bodies (e.g., The Institute of
Chartered Accountants, Australia) suggest that this distinction is
possible since they argue that auditors can provide advice provided
they do not make decisions. In contrast, some writers''' are of the
opinion that it is difficult to separate the decision-making and the
advisory roles. Responses to this question may clarify these con-
flicting viewpoints. Fourth, an attempt was make to ascertain
whether the disclosure of audit and non-audit fees separately in
the financial statements provided respondents with a better un-
derstanding of the relationship between the client, the firm, and
the auditor. While Malaysian companies disclose auditors' remu-
neration in their financial statements, no attempts are made to
separate the fees for audit services and non-audit services. An
extract of a typical profit and loss account of an actual Malaysian
company is shown in Appendix A. In contrast, financial statements
in some of the advanced countries report fees for both the audit
and non-audit services. Appendix B contains an extract from the
annual report of an Australian company in which the remuneration
of auditors was separated into those for audit services and for
other services. Respondents were also asked to what degree they
believed that an audit firm can perform a management consulting
type of service on a fee basis and still remain completely indepen-
dent.
'^ Firth, "Auditor Independence."
'^ For example, Mautz and Sharaf, and Schulte.
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RESULTS AND DISCUSSION
As expected, respondents were almost unanimous in their view
that auditor independence is vitally important in order that the
auditor's report can be considered useful. No such consensus,
however, was evident with regard to the other issues. Exhibit 1
summarizes the responses to the question of whether expansion
into the field of management consulting and other non-audit
services will affect respondents' confidence in auditor independ-
ence.
Approximately 83 percent of public accountants indicated that
expansion by audit firms into non-audit services reduced their
confidence in auditor independence. Bankers and managers also
expressed similar views. Respondents, in general, believed that the
expansion into management consulting affected their confidence.
Only two public accountants agreed with the official stand by
professional accounting bodies that confidence would not be ad-
versely affected. Surprisingly, two other public accountants even
indicated an increase in confidence, a view which was also shared
by 23 percent of respondents from the shareholder group. In fact,
41 percent of the shareholders were either not affected or felt
more confident as a result of the expansion of auditors into
management services. A cursory glance of Exhibit 1 indicates that
there is a significant difference between the views of the share-
holders and other respondents.
To test for any statistically significant difference between share-
holders and other groups of users in their perception of confidence
in auditor independence, a chi-squared test was performed. Re-
sponses from public accountants, bankers, and managers were
collapsed into one group and those from shareholders into another
group. Respondents who indicated confidence was unaffected or
Exhibit 1. Distribution of Responses — Expansion into Non-Audit Service
Definitely and
somewhat
lessened
confidence
Not affect
confidence
Definitely and
somewhat
increased
confidence
Public accountants
Bankers
Managers
Shareholders
19(83%)
18(75%)
23 (80%)
20 (59%)
80 (73%)
2 (8.5%)
6 (25%)
6 (20%)
6(18%)
20(18%)
2 (8.5%)
8 (23%)
10(9%)
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confidence was increased were also collapsed into one group, thus
providing a 2 X 2 contingency table. '^ Since it was expected that
respondents' confidence in auditor independence would be ad-
versely affected as a result of the auditors' involvement in nonaudit
services, a 1 -tailed (directional) test was employed. As presented
in Exhibit 2, the x^ value was significant at the 0.05 level (1-tailed).
The statistically significant differences in confidence in auditor
independence between the shareholder group and the other groups
of users when an audit firm expands into non-audit services may
be due to a number of reasons. As a consequence of their constant
contact and relationship with auditors, public accountants, bankers,
and managers are more familiar with the attest function of auditors.
Shareholders, on the other hand, represented a more diverse
group whose understanding of the significance of auditor inde-
pendence may be limited. Possibly, the provisions of the Companies
Act 1965 are generally considered as affording adequate safeguard
for the interests of shareholders. Moreover, like all other profes-
sional groups, auditors and accountants are held in high esteem
in the developing countries where the supply of professional
expertise is usually inadequate.'*' Accordingly, participation by
auditors in management consulting and other non-audit service
tends to produce an "inversion effect" in that the confidence of
shareholders in the work of auditors is enhanced rather than
diminished. Auditor participation in the affairs of a company
through management consulting and other non-audit services is
perceived by many shareholders as potentially beneficial to im-
proving a company's business prospects.
Exhibit 2. Summary Distribution of Responses — Expansion into Non-Audit
Services
Lessened
confidence
Not affected and
increased
confidence
Shareholders
All other groups
Total
20
60
80
14
16
30
X^ = 4.79, 1 dp, > 0.05, 1-iailed
'^ This was necessary so as not to violate the assumptions of the chi-square (i.e.,
adequate samples in each cell). See S. Siegel, Non-parametric Statistics for the
Behavioral Sciences (New York: McGraw-Hill, 1956).
'^ George M. Scott, "Accounting and Developing Nations," International Business
Series 9, Studies in Accounting (Seattle: University of Washington, 1970), 79.
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Responses to the question of whether it is possible to distinguish
between performance of management services and participating
in decision making produced some mixed results. As presented in
Exhibit 3, responses of all four groups of users appeared relatively
undecided on this issue. This is not surprising since the distinction
between providing management advice and participating in deci-
sion making is often unclear.'" This demarcation is more difficult
in developing countries such as Malaysia, where there is a dearth
of management expertise. Under these circumstances, there is a
tendency for business organizations to rely heavily on management
consultants for advice and decisions on various matters of signifi-
cance. Thus, a greater possibility for management consultants to
be drawn into the decision-making process exists.
The response to the question of whether disclosure of audit and
non-audit fees as separate categories would provide a better un-
derstanding of the relationship between the auditor and client firm
showed some consistency across all groups. Exhibit 4 reports that
the majority of respondents generally felt that a separate disclosure
of fees would ensure a better understanding of the relationship
Exhibit 3. Distribution of Responses — Separation of Services
Believe that Do not believe
separation is that separation is
possiblt Not sure possible
Public accountants 1 1 (48%) 4(17%) 8 (35%)
Bankers 3(13%) 15(62%) 6 (25%)
Managers 14(48%) 10(35%) 5(17%)
Shareholders 12(35%) 12(35%) 10(30%)
40(36%) 41(37%) 29(26%)
Exhibit 4. Disclosure of Audit and Non-audit Fees and Better Understanding
of Relationship
Do not provide a
Provide a better better
understanding understanding
Public accountants 20 (87%) 3(13%)
Bankers 15(63%) 9 (37%)
Managers 16(55%) 13(45%)
Shareholders 20 (59%) 14(41%)
Schulte, "Management Services.'
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between the auditor and the client. Almost all public accountants,
however, were relatively more in favor of disclosure of both audit
and non-audit fees than were the other groups.
To determine whether there was a significant difference in their
attitude toward the disclosure question between public accountants
and other groups of users, a x^ test was performed on the data in
Exhibit 4. Since there was no prior evidence to indicate a possible
directional difference, a 2-tailed test was employed. The results
reported in Exhibit 5 indicate that there was a significant difference
between the accountants and other groups (x^ = 6.37, 1 df, 2-
tailed, p < 0.02). This may be explained by the fact that accountants
were the parties most directly involved with disclosure and, con-
sequently, they were more conscious of this need.
This finding is significant since, as mentioned earlier, Malaysian
companies do not generally disclose audit and non-audit fees. In
view of these findings, the profession in Malaysia might consider
requiring companies to disclose audit and non-audit fees separately,
particularly since 65 percent of all respondents were in favor of
separate disclosures.
The final question addressed the issue concerning the degree to
which an audit firm can perform a management consulting type
of service on a fee basis and continue to remain independent. The
results are summarized in Exhibit 6.
The majority of shareholders thought that an audit firm could
perform management services on a fee basis and still remain
independent. Other categories of users were generally either
unsure or of the opinion that the audit firm cannot remain
independent if it provided management consulting services on a
fee basis. The results reinforce the earlier findings that shareholders
believe that the auditor's role includes the provision of non-audit
services (including management consulting) by virtue of the aud-
itors' expertise in these areas.
Exhibit 5. Disclosure of Audit Fees and Understanding of Relationship
between Auditor and Client
Provide better
understanding
Do not provide
better
understanding
Public accountants
All other groups
Total
20
51
71
3
36
39
X^ = 6.37, 1 df, p < 0.02 (2-tailed)
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Exhibit 6. Management Consulting Service on Fee Basis and Independence
Definitely or
more likely to
remain
independent
Possibly can or
cannot
Definitely or
most likely
cannot remain
independent
Public accountants
Bankers
Managers
Shareholders
5 (22%)
6 (25%)
6(21%)
20 (59%)
37
8 (35%)
8 (33%)
11 (33%)
10(29%)
37
10(43%)
10(42%)
12(41%)
4(12%)
36
SUMMARY
Since management consulting and other non-audit services consti-
tute a significant segment of an audit firm's business, it is important
that the provision of these services not affect public confidence in
the auditor's attest function. Based on a questionnaire survey, this
study showed that auditor independence is important as perceived
by the public if the auditor's report is to be useful. Also, the
majority of respondents believed that expansion by audit firms
into non-audit services reduced their confidence in the auditor's
independence. A smaller number of shareholders subscribed to
this view; however, a statistically significant difi^erence in the
attitudes of shareholders and other users was found. An inference
which may be drawn from this is that Malaysian shareholders are
less sophisticated and consequently are more likely to believe that
participation by auditors in management consulting and other non-
audit services will add credibility to the latter's work as auditors.
It was also found that respondents felt that it was not possible to
separate rendering of management services from participating in
decision making. In developing countries faced with limited man-
agerial expertise, it is not unusual for management consultants to
be drawn into the decision-making process. A majority of partici-
pants also believed that separate disclosure of audit and non-audit
fees provided a better understanding of the relationship between
the auditor and client. The Malaysian professional bodies may
usefully note this view as a guideline for formulating standards or
guidelines on auditing. Finally, the issue of whether audit firms
could render management consulting services and still remain
completely independent provided no definite conclusions, except
in the case of shareholders, who believed that auditors could still
remain independent. This is consistent with the earlier inference
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that shareholders are less sophisticated users of financial statements
vis-a-vis the other groups. Several issues raised in this study have
implications for accounting/auditing policy formulations in Ma-
laysia and perhaps also in other similar developing countries.
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APPENDIX A. MALAYSIAN CONTAINERS (1974) LTD.: ABSTRACT FROM THE
ANNUAL ACCOUNTS
PROFIT AND LOSS ACCOUNT FOR THE YEAR ENDED 31 MARCH 1981
Profit before taxation
After charging —
Auditors' remuneration
Directors' emoluments
And after crediting —
Gross dividends from un-
quoted subsidiary compa-
nies
Gross dividend received from
an unquoted company
Interest income
Less: Taxation
Profit for the year after taxation
Add: Extraordinary item — gain
on sale of unquoted in-
vestment
Profit for the year after taxation
and extraordinary item
Unappropriated profits brought
forward
Amount available for appropri-
ation
Appropriations
Transfer to capital asset
realization reserve
Dividends — interim paid
11% based on an enlarged
share capital of 58,925,000
(1980 — 119^) less tax
— final proposed 1 1 % based
on an enlarged share capital
of (58,925,000) (1980 —
1 1 7c) less tax
Unappropriated profits carried
forward
Note
14
52,015,903
S 6,750
19,000
589,050
589,050
1,178,100
1,178,100
1980
51,443,304
5 6,000
19,000
2,004,000 1,414,000
32,400
63,609 36,919
812,876 576,750
1,203,027 866,554
335,400
1,203,027 1,201,954
669,951 588,797
1,872,978 1,790,751
335,400
392,700
392,700
785,400
1,120,800
5 694,878 5 669,951
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APPENDIX B. MYER: ABSTRACT FROM THE 57TH ANNUAL REPORT, 1982
Consolidated Holding Company
1982 1981 1982 1981
$'000 $'000 $'000 $'000
2 Operating profit before income
tax is after the following
(a) Items charged
Depreciation and amortization of
fixed asses
Buildings 4,209 3,404
Other 23,371 17,196 1,437 320
Amortization of deferred costs
(note 17) 4,672 900 310 178
Increase in provision for doubt-
ful debts 175 1,099
Bad debts written off net of
recoveries 1,211 818 (15)
Provision for certain self-insured
risks 1 44 155
Remuneration of auditors
Audit services 767 602 94 113
Other services 169 132 81 92
(The auditors did not receive
any other benefits)
Interest paid and payable to
Subsidiary companies
Others 57,825
Loss on disposal of fixed assets 1,885
(b) Items credited
Received from subsidiary com-
panies
Interest 36,120 28,636
Dividends 8,928 29,226
Management fees 27,052 21,763
Deferred income 9,075 3,889 9,075 3,889
Dividends from associated
companies 100 100
Dividends from unrelated
companies 12 6 6 5
Profit on disposal of fixed assets 18 3
2,034 1,567
24,905 28,121 19,263
112 1,135

SFAS No. 52: Progress or Problem?
DAHLI GRAY*
Problems surround foreign currency translation accounting. The
Statement of Financial Accounting Standards (SFAS) No. 52, Foreign
Currency Translation, was issued in December 1981 to replace SFAS
No. 8, Accounting for the Translation of Foreign Currency Transactions
and Foreign Currency Financial Statements. SFAS No. 52 is not the
panacea many hoped it might be; rather, it is a further complicating
factor in an already complicated process.
This paper reports on the impact of SFAS No. 52 on fifty Fortune
500 corporations. The results indicate that the Financial Account-
ing Standards Board (FASB) Concept Statement objectives are
subordinated to the goal of ever-increasing reported earnings per
share (EPS) growth.
The results are presented within the context of a comparative
analysis of SFAS No. 8 and 52. This context clarifies the accounting
requirements of SFAS No. 52, and how it is changing financial
accounting theory.
A major change caused by transition to SFAS No. 52 from SFAS
No. 8 concerns the reporting of translation gains and losses. With
SFAS No. 8, these gains and losses were reported as a component
of the income statement. With SFAS No. 52, translation adjustments
are reported as a component of stockholders' equity.
A second change is the translation method used. With SFAS No.
52, the current rate method is used instead of the temporal method
as required by SFAS No. 8. These reporting and measurement
changes have had a significant impact on EPS as this study indicates.
To explain and understand these changes, the objective of trans-
lation is discussed next.
* Dahli Gray is a Peat Marwick Research Fellow in the College of Business
Administration, University of Notre Dame.
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OBJECTIVE OF TRANSLATION
In 1975, the FASB defined the objective of translation as measuring
and expressing the assets, liabilities, revenue, or expenses in dollars
that are measured or denominated in foreign currency.' In 1981,
the FASB redefined the translation objective as follows: "Reflect
in consolidated statements the financial results and relationships
of the individual consolidated entities as measured in their func-
tional currencies."^
In 1975, the FASB's goal was consistent measurement and
reporting practice in terms of the U.S. dollar. In 1981, the FASB
requested consistent reporting practice in terms of the U.S. dollar,
while allowing measurement in all denominations of money. This
change in measurement is examined next.
MEASUREMENT CONCEPT
SFAS No. 52 introduced a new measurement concept entitled the
functional currency concept, which distinguished between mea-
surement and reporting. The currency used for measurement is
the functional currency.
An entity's functional currency is the currency of the primary economic
environment in which the entity operates; normally, that is the currency
of the environment in which an entity primarily generates and expends
cash.^
The reporting currency is "the currency in which an enterprise
prepares its financial statements."^
The distinction between measuring and reporting affects financial
accounting practice relative to foreign currency translation. Amer-
ican corporations use the U.S. dollar for reports and can use a
variety of measurement units (i.e., all possible denominations of
money) to record foreign operations data (e.g., Mexican subsidiaries
may use the peso to record business activities, and German sub-
sidiaries may use the mark). SFAS No. 52 provides six indicators
for management to use in selecting the functional currency with
management judgment as the seventh and overriding indicator
(see Exhibit 1). These indicators reflect the perception of foreign
subsidiaries as "net investments" as discussed next.
' Financial Accounting Standards Board, Statemeyit of Finayidal Accounting Standards
No. 8: Accounting for the Translation of Foreign Currency Transactions and Foreign
Currency Financial Statements (Stamford, Conn.: FASB, 1975), par. 6.
^ Financial Accounting Standards Board, Statemeyit of Financial Accounting Standards
No. 52: Foreign Currency Translation (Stamford, Conn.: FASB, 1981), par. 4.
Mbid., 177.
" Ibid.
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Exhibit 1. Determining the Functional Currency
Sales market
Financing
arrangement
Cash flow
Intercompany
transactions
and arrange-
ments
Managerial judgment
Functional
currency
is the
U.S. dollar
Functional
currency
is not the
U.S. dollar
NET INVESTMENT CONCEPT
The net investment concept views each foreign operation as an
"island," not as a branch or division of a single company.
It distinguishes between foreign operations that are extensions of affiliated
domestic operations (dependent operations) and those whose operations
are essentially self-contained and, therefore, not dependent on affiliated
domestic operations.^
Rather than the parent company plus all of its subsidiaries as
one economic entity, multinational corporations distinguish oper-
ations on the basis of dependency. Seven indicators (see Exhibit 1)
determine dependency, with managerialjudgment as the overriding
variable. This distinction affects the reporting practices of financial
accounting as discussed next.
^ FASB, SFAS No. 8, par. 140.
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REALIZATION VERSUS RECONDITION
Accountants, analysts, managers, and others differ in their opinions
on how to report translation adjustments. Some support the method
mandated in SFAS No. 8, which results in translation adjustments
being considered realized and thereby reported in the income
statement. Financial accounting theory, as promulgated by the
FASB, supports the idea that "exchange gains and losses shall be
included in determining net income for the period in which the
rate changes."*' On the other hand, SFAS No. 52 recommends that
[If| an entity's functional currency is a foreign currency, translation
adjustments result from the process of translating that entity's financial
statements into the reporting currency [i.e., the U.S. dollar]. Translation
adjustments shall not be included in determining net income but shall
be reported separately and accumulated in a separate component of
equity'
SFAS No. 52 changes financial accounting theory regarding
translation gains and losses, which explicitly states that "gains and
losses result from . . . changes in foreign exchange rates."*
Exhibit 2 summarizes SFAS No. 52 translation adjustment re-
porting requirements. As it illustrates, when the indicators of
Exhibit 1 suggest that the functional currency is not the U.S.
dollar, whether the foreign economy is highly inflationary in-
tercedes to support or alter the functional currency choice.
Managerialjudgment plays a major role in classifying an economy
as highly inflationary for financial accounting purposes. Managers
may use either absolute numbers or trends to determine the degree
of inflation. For example, if the total of the preceding three years'
inflation rates equals or exceeds 100 percent, the FASB suggests
that managers consider the economy highly inflationary for finan-
cial accounting purposes.^ Managerial judgment is the deciding
factor regarding selection of functional currencies, as well as in
classifying economies as highly or not-highly inflationary. SFAS No.
52 provides only guidance. It does not mandate decisions.
SFAS No. 52 is an accounting standard, a set of rules, which
incorporates a method of "breaking the rules" as part of the
standard. Managerial judgment is the method, and the resulting
financial statements reflect managerial preference. Managers can
Mbid., par 17.
^ FASB, SFAS No. 52, par. 13.
* Financial Accounting Standards Board, Statement of Financial Accounting Concepts
No. 3: Elements of Financial Statements of Business Enterprises (Stamford, Conn.:
FASB, 1980), par. 70.
5 FASB, SFAS No. 52, par. 1 1
.
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Exhibit 2. Translation Process Per SFAS No. 52
Determine the functional currency (FC) per indicators:
• Intercompany transactions and arrangements • Finance
• Cash flow • Expenses
• Sales Market • Sales price
No Yes
FC is U.S. dollar
Remeasure elements of FS in FC using modified temporal method
# Gain or loss from remeasurement included in current
period income statement
Translate to U.S. dollar using the
current rate method
• Translation gain or loss
included in owners equity
End
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control financial accounting reporting practices. As the following
research results indicate, managers did indeed control reported
earnings via their choice of foreign currency translation methods
and functional currencies.
EFFECT OF SFAS NO. 52 ON REPORTED RESULTS
Fifty of the Fortune 500 corporate 1981 annual reports were
randomly selected for analysis. Twenty-eight of the fifty multina-
tional corporations elected to use SFAS No. 52, although it was
not required until 1983.
In 1981, many multinational corporations reported translation
losses. This resulted from the U.S. dollar strengthening in value
against foreign currencies, partially due to the disinflation the
United States experienced. Under SFAS No. 52, the translation
losses were designated as unrealized and were reported in the
balance sheet, thereby increasing EPS and return on investment.
As indicated in Exhibit 3, 75 percent of the twenty-eight cor-
porations that implemented SFAS No. 52 reported that EPS was
affected by the translation adjustment. Only one of the these
corporations reported a decrease in EPS due to implementing
SFAS No. 52.
An example of increased EPS is Chromalloy American, whose
EPS increased by 67 percent from 26 to 65 cents due to reporting
Exhibit 3. Effect of SFAS No. 52 on Reported EPS
Percentage Corporations reporting change
increase to EPS Number Percentage
Less than 1% 2* 9
1-10% 6 26
11-20% 6 26
21-30% 1 5
31-40% 2 9
41-50% 1 5
51-60% 2 9
61-70% 1 5
Over 71%
TOTALS 21t 100
* One corporation experienced a reported .007 decrease in EPS due to a net translation gain
being included in owners' equity per SFAS No. 52, instead of an increase to net income per
SF.\S No. 8.
t Twenty-eight corporations used SFAS No. 52, but seven reported that the change in EPS
due to translation adjustments was immaterial. These seven corporations are excluded from
this analysis.
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net translation losses in owners' equity instead of in the income
statements.
Vulcan Corporation was the only corporation in the sample that
reported a decrease in EPS from implementing SFAS No. 52.
Vulcan's EPS trend was not, however, affected by this. In 1979,
Vulcan's EPS was $5.48, in 1980 $6.04, and in 1981, even with
the 5 cent per share decrease caused by using SFAS No. 52 instead
of SFAS No. 8, EPS was $6.76. Vulcan reported a 12 percent
increase in EPS even after recognizing the translation net gain in
the balance sheet instead of the income statement. Had Vulcan
used SFAS No. 8 instead of SFAS No. 52, EPS in 1981 would have
been $6.81 (a 13 percent increase over 1980) instead of only $6.76
(a 12 percent increase over 1980).
Only five of the twenty-eight corporations studied restated prior
years' financial statements when they implemented SFAS No. 52.
Four restated only 1979 and 1980, while International Telephone
& Telegraph restated 1976, 1977, 1978, 1979, and 1980. This
inconsistency in reporting practices among the twenty-eight cor-
porations does little to enhance comparability of financial state-
ments.
SFAS NO. 52 TRANSLATION ACCOUNT TITLE
Of the twenty-eight corporations electing to use SFAS No. 52, only
twenty-two included a separate owners' equity account for the
translation gains or losses. Twenty-one percent of the corporations
did not report translation gains and losses in a separate account
in the balance sheet as suggested by SFAS No. 52. This lack of
disclosure was generally justified by reference to immateriality or
insignificance. When SFAS No. 52 was implemented, a corporation
was supposed to adjust the beginning balance of retained earnings
for translation gains and losses recognized in net income during
prior periods. The current year's translation gains and losses were
to be disclosed in a separate balance sheet account.
SFAS No. 52 allows translation gains and losses to be reported
in (1) a separate balance sheet account, (2) the income statement,
(3) retained earnings, or (4) a combination of the previous three
options. SFAS No. 52 is flexible and allows considerable variation
in measuring and reporting translation adjustments.
For example, Interco corporation disclosed that it wrote trans-
lation gains and losses off^ directly to retained earnings, thus
explaining why there was no separate account for translation
adjustments. The direct write-off to retained earnings violated the
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"clean surplus concept." Reporting translation gains and losses in
a separate balance sheet account indicates that the translation gains
and losses were not expected to affect cash flows to stockholders.
SFAS No. 52 suggests that foreign operations be viewed as "islands"
separate from the U.S.-based parent corporation. The economic,
political, and social conditions of the foreign subsidiary result in
the "net investment" rather than the individual assets of the
subsidiary being exposed to risk. The translation gains and losses
are not thought to aff^ect cash flow to the U.S. parent or its
stockholders directly. If cash flow is not aff^ected, cash dividends
are not aff^ected. A direct write-off of translation gains and losses
to retained earnings contradicts the concept that these gains and
losses do not affect possible dividend distributions. Of the 21
percent of the corporations that used SFAS No. 52 but did not
disclose translation adjustments in a separate account in the balance
sheet, only Interco indicated how the translation adjustments were
recorded.
Marriott Corporation is an example of a nondisclosing company.
This diversity in reporting pulls financial reporting farther from
the objectives of the FASB's Concept Statements. Comparability
and usefulness of financial statements to investors is jeopardized
by SFAS No. 52.
Twenty-two of the corporations did include a translation ad-
justment account in their balance sheets, but fourteen different
account titles were used (see Exhibit 4). The two most popular
account titles were accumulated translation adjustments and cu-
mulative translation adjustments. In 93 percent of the titles, the
word "translation " is found. The title "currency exchange effects"
was the only title without the word "translation" in it.
SFAS No. 52 does recommend two different titles: at paragraph
142, "equity adjustment from foreign currency translation," and
at various paragraphs, such as 31, 34, 35, and 46, the equity
account is referred to as "cumulative translation adjustments."
SFAS No. 52 does not mandate a single account title as is obvious
by the results reported in Exhibit 4.
Account title choices should not consume enormous amounts of
energy, but consistency is helpful in financial statement analysis.
Relative uniformity exists for account titles referring to cash,
accounts receivable, accounts payable, retained earnings, and oth-
ers. Why is there so much creativity when reporting foreign
translation adjustments? Creativity and diversity mark a consistent
characteristic of accounting for foreign-currency-based operations.
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Exhibit 4. Balance Sheet Account Titles Used for Translation Adjustment
Number of
corporations
using title Account title used
One Adjustment-foreign currency translation
One Accumulated foreign currency translation adjustments
One Accumulated foreign currency translation adjustment
Three Accumulated translation adjustment
Two Cumulative currency translation adjustment
One Cumulative currency translation adjustments
One Cumulative translation adjustment
Three Cumulative translation adjustments
One Currency exchange effects
One Deferred foreign currency translation adjustments
Two Equity adjustment from foreign currency translation
Two Foreign currency translation adjustment
One Net foreign currency translation adjustment
Two Translation adjustment
Six of the twenty-eight corporations disclosed (in footnote discussion) that they had translation
adjustments but did not report the amount in a separate balance sheet account. Only one of
the six disclosed how it disposed of the translation adjustment (i.e., wrote it off directly to
retained earnings).
Exhibit 5. Corporations Using SFAS No. 8
Earnings per share change from previous year
Nature of Number of corporations reporting
translation
adjustment
reported Increase Decrease
Loss 5 3
Gain 4 5
Not disclosed 2 3
Total 11 11
CORPORATIONS USING SFAS NO. 52
Staying with the accounting standard that has been in effect since
January 1976 might not appear to be very creative, but it does
add to the diversity in financial reporting when a majority (56
percent, i.e., 28 of the 50 Fortune 500 corporations studied) used
SFAS No. 52. Exhibit 5 indicates why 44 percent (22 of the 50
Fortune 500 corporations studied) chose to stay with SFAS No. 8.
Excluding the five corporations that did not disclose the trans-
lation effects of their foreign operations, 53 percent (i.e., 9 out of
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17) of the sample (the 22 Fortune 500 corporations studied which
stated with SFAS No. 8) reported increased EPS due to using SPAS
No. 8 rather than SFAS No. 52. With SFAS No. 8, translation
gains and losses were included in the income statement, whereby
gains increased EPS and losses decreased EPS. Fifty-three percent
of the corporations reported translation gains, including Eastern
Airlines, which reported a $6.1 million translation gain for 1981,
an increase in EPS by 24 cents. Even with the 24 cent increase,
Eastern reported a loss of $3.44 per share for 1 98 1 . Other examples
of corporations which enhanced reported EPS by using SFAS No.
8 are Phillips Petroleum, Singer, and Shell Oil, which reported
translation gains of $42 million, $4.5 million, and $3 million,
respectively.
As these corporations and Exhibits 3 and 5 illustrate, corporations
reporting substantial translation gains elected to use SFAS No. 8,
and those with substantial losses elected to use SFAS No. 52. Only
one of the corporations using SFAS No. 52 reported a translation
gain; that was Vulcan, discussed previously. Fifty-three percent of
the corporations using SFAS No. 8 reported translation gains, while
47 percent reported translation losses. Despite reporting translation
losses, 63 percent of these corporations reported larger 1981 EPS
over 1980 EPS. Those using SFAS No. 8 and reporting translation
losses and declining EPS from 1980 to 1981 were corporations
such as Marathon Oil, Mobil, and Pennzoil. Had Marathon imple-
mented SFAS No. 52, reported EPS for 1981 would have been
closer to the $6.27 reported in 1980 than the $5.82 actually
reported in 1981.
PREPARERS' VERSUS USERS' NEEDS
The FASB's Concept Statement No. 1 states that financial state-
ments are a principal means of communicating accounting infor-
mation to those outside an enterprise. The needs of the users of
financial statements are to take priority over the needs of the
preparers of financial statements, yet in paragraph 148 of SFAS
No. 52, the FASB expresses more concern for the preparer than
for the user of financial statements. The needs of financial statement
users are not even mentioned.
Despite the FASB suggestion that the effect of adopting SFAS
No. 52 be disclosed, several corporations did not disclose the effect.
Kidde Corporation, Polaroid, Warner Communications, and Zenith
justified nondisclosure by referring to immateriality of the effects
or suggesting that the effects were not significant.
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Interlake Corporation claimed that the adoption of SFAS No.
52 had minimal effect on 1981 net income; therefore, it did not
disclose in the footnote discussion the change to net income or
other effects of using SFAS No. 52 versus SFAS No. 8, yet Interlake
reported a net translation loss of nearly $13 million in the balance
sheet account entitled "Accumulated Foreign Currency Translation
Adjustments." Also reported elsewhere in Interlake's financial
statements was an adjustment from translating foreign currency
financial statements amounting to a loss of nearly $16 million.
Disclosure and discussion of a translation adjustment ranging
somewhere between a loss of $13 and $16 million would have
aided users in understanding Interlake's financial statements.
SUMMARY
SFAS No. 52 is new and differs from SFAS No. 8, but it is not
necessarily better. This paper has presented problems surrounding
foreign currency translation in multinational financial accounting
and reporting, based on a study of 50 of the Fortune 500 corpo-
rations. The results of this study indicate that management pre-
ferred the accounting standard that increased EPS. The majority
of the corporations implementing SFAS No. 52 reported translation
losses, whereas the majority of those staying with SFAS No. 8
reported translation gains. This resulted in higher EPS because
losses were reported in the balance sheet and gains were reported
in the income statement.
Of those implementing SFAS No. 52, some corporations set up
a separate balance sheet account for translation adjustments, while
others either wrote translation adjustments off directly to retained
earnings or did not disclose how the adjustments were recorded.
Some corporations restated prior periods and some did not.
SFAS No. 52 has added to the diversity of financial reporting.
Time will tell if this diversity created more progress than problems.

The Impact of Accounting Practices on Tax
Revenue in Syria
ADNAN ABDEEN*
Several factors contribute to economic development and growth,
such as the quality of the labor force, educational standards,
technology, and the amount of capital and natural resources. Capital
is recognized as one of the most important factors in assisting
economic growth. Tax policies are also known to influence such
growth because of the important role they play in stimulating
capital formation.
In developing countries, the role of taxation is very significant
in the process of capital formation and technological change because
of the extremely low levels of income and savings which serve as
the source of capital formation. Walter W. Heller elaborated on
this condition in the developing countries:
These countries are caught in the vicious circle of extreme poverty, a
circle providing from low incomes to high consumption propensities to
low savings to low rates of capital formation to a continuation of low
levels of income. To break out of this circle, apart from foreign aids,
calls for vigorous taxation and government development programmes;
on this point, expert opinion is nearing a consensus.'
The importance of taxation in developing countries is emphasized
as a way of breaking the vicious circle of poverty, yet low income
groups, which constitute the majority in the developing countries,
may not have the ability or the desire to save, regardless of the
* Adnan Abdeen is Associate Professor of Accounting, College of Industrial
Management, University of Petroleum and Minerals, Dhahran, Saudi Arabia.
' Walter W. Heller, "Fiscal Policies for Underdeveloped Countries," in Readings
on Taxation in Dei>eloping Countries, ed. Richard M. Bird and Oliver Oldman
(Baltimore: Johns Hopkins University Press, 1967), 7.
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taxation structure. Experimentation with various plans to encour-
age personal savings among the low income groups has proven
very costly and ineffective, even in developed countries.^ In general,
the tax system attempts to promote savings and capital formation
by limiting consumption, especially of luxury goods. The individual
must choose whether to consume and pay taxes or to save and not
pay them. Both of these choices facing the individual motivate
savings. In the first case, the case of consumption, tax revenues
are used to finance economic and/or social projects while keeping
aggregate demand within the limited national capacity. For this
reason, the tax system should not make consumption prohibitive
by heavy levies of taxation. In the second case, the case where the
individual abstains from consumption and saves, the problem of
channeling saving into productive investment is present. Funds
can be kept idle if the saver hoards because of a lack of investment
opportunities. For this reason, reliable and efficient banking systems
are needed to attract savings and to channel them into investment
in preferable development projects. A government can finance its
projects by creating money rather than by imposing taxes and
reducing consumption, although this is done at the risk of inflation.'
In addition to influencing capital formation, a tax system can
affect economic development in other ways. The tax system can
be used to curb imports of non-essential goods and to provide
incentives for the importation of capital goods. Both measures
encourage and protect domestic, private, and public industries
from foreign competition."*
The tax system may also direct private investment toward certain
projects more preferable for economic development. It can also
cause the reallocation of national resources by discouraging in-
vestments in assets not conducive to economic development.^
Another important contribution of a national tax system stems
from its ability to redistribute income and wealth.^ In many
countries, the maldistribution of income and wealth has caused
^ Richard M. Bird, Taxation and Development {CamhTidge, Mass.: Harvard University
Press, 1970), 36.
'John F. Due, "Requirements of a Tax Structure in a Developing Economy," in
Readings on Taxation in Dei'eloping Countries, ed. Richard M. Bird and Oliver
Oldman (Baltimore: Johns Hopkins University Press, 1967), 33.
^ International Bank for Reconstruction and Development, International Devel-
opment Association, Taxable Capacity in Dei'eloping Countries (Report No. EC-103,
February 1962), 38.
^ Nicholas Kaldor, "Taxation for Economic Development," Journal of Modern
African Studies (January 1963), 7-1 1.
8 Ibid.
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unrest and political upheaval. This condition leads politicians, in
some countries, to resort to the nationalization of private industries
and expropriation of wealth. This could possibly be avoided with
an efficient tax policy and administration. When tax policies are
directed to encouraging economic development, funds can be
released for necessary social services, and the nationalization of
private enterprises can be avoided.
Tax policies are also important in developing countries because
of the difficulty in attracting foreign investors and lenders to
participate in needed economic projects. A reliable and sound
fiscal policy could assist in increasing the amount of foreign capital,
especially development loans. This aspect is less significant, how-
ever, than some other factors. For example, the threat of com-
munism, nationalization, economic and political instability, and a
weak legal framework for the Middle Eastern economies have been
obstacles that have slowed down the inflow of direct foreign
investment.'
The impact of the accounting practices on tax revenue in Syria
is the specific focus of this study. The diff^erent types of tax revenue
are analyzed and evaluated, and the role of the accounting profes-
sion in the success of the tax system is assessed. In conclusion, the
dependence of the tax system on the efficiency and greater in-
volvement of the accounting profession is recognized.
ANALYSIS OF THE SYRIAN TAX SYSTEM
Sources of Government Revenue Receipts
In the development program of an economy with a large public
sector, such as that of Syria, the revenue system constitutes the
principal instrument for the mobilization of domestic financial
resources. The principal sources of revenues in Syria are taxes,
surpluses of the public sector's enterprises, trust and pension funds,
and foreign and domestic loans. The revenue system, as part of
overall fiscal policy, is an important element in the overall plan to
enhance economic development and redistribute income.
A general view of the revenues provided by taxes and other
sources can be obtained by examining the Central Government
Receipts for 1980 compared with those for 1970. The 1980 total
revenues from taxes, fees, and duties (14.6 percent of total revenue
receipts — see Exhibit 1), is much less than in 1970 when those
^ Taghi T. Kermani, Economic Dn'elopment in Action: Theories, Problems, and Procedures
as Applied in the Middle East (Cleveland, Ohio: World Publishing, 1967), 84.
4,213 14.60
48 .20
1,111 3.80
7,885 27.30
10,328 35.70
2,999 10.40
2,319 8.00
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Exhibit 1. Consolidated Budget Estimates of Government Receipts
1980
(in l\1illions of Syrian Pounds)
Type of Revenue Amount* Per Cent
Revenue from Taxes, Fees, and Duties
Revenue from State Property
Surplus Liquidity of Economic Establishments
Surplus of Public Sector Enterprises
Other Revenues (largely Trust and Pension Funds)
Domestic Loans
Credit Facilities
Total Revenue Receipts 28,903 100.00
* Rounded to the nearest million Syrian Pounds
Source: Syrian Arab Republic, Central Bureau of Statistics, Statistical Abstract, 1980 (Damascus, July, 1980),
pp. 497-500.
sources contributed 30 percent of the total revenue receipts.® This
reduction is partly attributable to the decline in fee revenue from
petroleum pipelines, which amounted to 8 percent of the total
revenue receipts in 1970 compared to only .45 percent of the
total revenue receipts in 1980.^
Sources of Tax Receipts
The main sources of tax receipts are (1) income and production
taxes, (2) tax on capital and wealth, (3) tax on expenditure and
consumption, (4) fees and stamps, and (5) revenue from petroleum
pipelines (see Exhibit 2). These sources are examined in this paper
with particular emphasis on the income and production tax because
of its close relationship to the field of accounting. Even though
direct taxes (income and production taxes and taxes on capital and
wealth) amounted to slightly more than 45 percent of the total
tax revenue in 1980, there was a heavy reliance on indirect taxes
(taxes on expenditure and consumption) which represent 40.33
percent of total taxes. Next in importance was the revenue from
fees and stamps. The remainder represented the revenue from
petroleum pipelines. Each source of tax receipt will now be
explained in more detail.
* The Syrian Arab Republic, Central Bureau of Statistics, Statistical Abstract, 197
1
(Damascus: Government Press, 1971), 292-95.
^ Due to the fact that revenue from petroleum pipelines is determined by
bargaining representatives and established by contracts, this revenue used to be
classified by the Syrian authorities as non-tax revenue. See Syrian Arab Republic,
Ministry of Planning, Statistical Abstract (Damascus: Government Press, 1967), 327-
28. For more information on revenue from petroleum pipelines, see the following
section.
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Exhibit 2. Estimated Revenues from Taxes, Fees, and Duties
1980
(in Millions of Syrian Pounds)
Type of Revenue Amount* Per Cent
1806 42.86
96 2.28
1699 40.33
482 11.44
130 3.09
4213 100.00
-Income and Production Taxes
-Tax on Capital and Wealth
-Tax on Expenditure and Consumption
-Fees and Stamps
—Revenue from Petroleum Pipelines
Total Revenues from Taxes, Fees and Duties
* Rounded to the nearest million Syrian Pounds
Source: Syrian Arab Republic, Central Bureau of Statistics, Statistical Abstract, 1980 (Damascus, July, 1980),
pp. 497-499
Income and production taxes. The Syrian income tax is regulated
by Legislative Decrees Number 85, May 31, 1949, as amended.'"
The income tax is based on the scheduled tax concept rather than
the general income concept. Tax is levied on income derived from
the following four categories: (1) income from industrial, com-
mercial, and noncommercial trades and professions; (2) salaries
and wages; (3) income from working capital; and (4) income from
real estate.
The first category of income (from industrial, commercial, and
noncommercial trades and professions) is subject to graduated tax
rates ranging from 11 to 66 percent.
The law distinguishes three classes of taxpayers. The first class
(Class I) includes corporations, partnerships, and large proprietor-
ships. This class is taxed on the basis of "actual net income.""
The second class (Class II) includes mainly professionals and persons
who own medium or small-sized businesses. This class is taxed on
the basis of "estimated net income."'^ The third class (Class III)
includes all other persons who are engaged in industrial, commer-
cial, or noncommercial business activities. This class is assessed a
lump sum tax computed on the basis of the previously mentioned
rates. '^
No uniform minimum amount exempt from taxation applies to
all persons and business institutions included in Classes I and II.
Corporations are not allowed any exemption, but each person is
'" S.A.R., Ministry of Finance, Income Taxation (Damascus: Government Press,
1970), 3. The latest amendment was made by Legislative Decree Number 31,7
December 1965.
" Ibid., 3-4.
'2 Ibid., 60.
'^ Ibid., 42.
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allowed a personal exemption of SP 480 for a wife, SP 480 for
the first child, and each additional child is granted a SP 20 increase
over the amount allowed for the preceding child. In the case of a
collective partnership, exemptions are extended to each partner,
but in the case of a limited partnership, only the responsible party
may benefit from these exemptions. Moreover, the total amount
exempted in any partnership may not exceed SP 9,000.'"* Each
person in Class III is exempted from the income tax if his or her
income does not exceed SP 1,800. If the person's estimated income
exceeds SP 1,800, however, the taxpayer is allowed SP 1,200
minimum exemption. In the case of partnerships, each partner
may benefit from the SP 1,200 exemption.'^
The second category of the scheduled income tax is the tax on
salaries and wages. All salaried persons and wage earners, whether
they are in the service of the government or business, are subject
to a graduated income tax ranging from 5 to 15 percent.
The third category of the scheduled income tax is the tax on
working capital. Income received from stocks, bonds, bank deposits,
personal loans, lotteries, and other items of circulating capital,
whether of national or foreign origin, is subject to a flat rate of
7.5 percent. No personal exemption is allowed for this kind of
income. Incomes received from certain savings accounts and in-
vestment certificates, however, are exempted from this tax.'^
The fourth category of the scheduled income tax is the tax
levied on income derived from real estate. This tax is mainly
applicable to non-agricultural buildings and lands. The income
derived from a building and its rental value forms the base of
taxation. The rental value is determined by the Ministry of Finance
on the basis of the estimated value of the property: 5 percent for
residential and 7 percent for commercial. These values are to be
estimated by the ministry every ten years. However, the last
estimation was made in 1965. The actual or estimated gross rental
value is subject to graduated tax rates. These rates range from 14
percent on amounts less than SP 1,750 to 60 percent on amounts
over SP 20,000. In recent years, however, the government doubled
the amount of this tax to the tenants because such a practice
conflicts with the rent control laws. As far as the residential property
is concerned, any increase in this tax is unrealistic because it
eventually worsens the inflation problem and reduces the general
'"Ibid., 13-14.
'^ Ibid., 43-44.
"^ Ibid., 33-34.
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depressed income of the majority of the middle and lower class
tenants."
Production tax is related to income levied from farm and animal
husbandry operations. Due to difficulties in arriving at such income,
these taxes are assessed only on the number of livestock, the
agricultural production, and the cotton exportation. Agricultural
production excludes the production of fruits, vegetables, grain,
and tobacco.'^
The rates on livestock and cotton exportation are set by law on
a unit basis. Agricultural production tax is levied, however, at a
flat rate of 9 percent on the wholesale price. '^
Tax on capital and wealth. This tax is assessed on unimproved
land, inheritance and gifts, and property transfers. The tax rates
on unimproved land located in municipalities range from 6.5 to
12 SP per thousand on the fraction of capital value. ^°
The tax on inheritance and gifts was set in 1952 and applied to
all rights, personal property, and real estate being transferred to
other parties by inheritance, will, gifts, or any other means of
transfer that do not involve compensations. The inheritance and
gift tax rates, which were substantially increased in 1965, vary
with the degree of kinship of the heirs to the deceased.^' The tax
on property transfer varies with the value of the property.
Tax on expenditure and consumption. This is an indirect tax
levied on a variety of domestic and foreign commodities. The rates
on the commodities, set by law and determined according to their
nature, are set on a unit basis, not on the current value of the
commodity or expenditure.^^ However, custom duties are in most
instances based on the value of goods. ^^ Certain rates (on textiles,
beer, and carpets) are based on weight, volume, or surface area,
respectively.^"*
Fees and stamps. The law specifies two stamp rates, the first of
which is proportional and applies to bills of exchange and deeds.
'^ The information in this section is based on an informal interview with employees
of the Syrian Tax Department conducted in Damascus by the author, 24 October
1980.
'^ Rafik Koudsi, Syrian lax Department, letter to the author.
'9 Ibid.
2« Ibid.
2' Ibid.
^^ M.A.S.M. Futayyeh, "Sales Tax for Economic Development: Syria as a Case
Study" (Ph.D. dissertation, University of Oklahoma, 1970), 87.
^^ The value of the goods is based on the official rate of exchange, which was SP
3.95 for $1.00 in 1980.
^''
"Industrial Policies: The Experience of the Syrian Arab Republic," The Arab
£conowii7 (April/May 1971), 17.
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The second is fixed and applies to petitions.-" Other fees are levied
on services offered bv crovemmental administrative orcranizations.
Revenue from petroleum pipelines. The revenue received from
petroleum pipelines was based on a fee set through barg^aining
sessions between the government authorities and representatives
of the Iraq Petroleum Companv-" and the Trans Arabian Pipeline
for the pri\ilecre of using the S\Tian territorv and for other services
offered bv the S\Tian government.-' The amount of source of
revenue has fluctuated over the last ten vears from 212 to 130
million SP mamlv because of oil flow disruption due to failure to
renew contracts, political differences between Iraq and S\Tia. war
with Israel, the recent Lebanese \'.'ar. and the Iraqi-Iranian war.-"
The revenue from petroleum pipelines is difficult to determine
because it is supposedlv based on the income resulting from the
uses of the pipelines. The operation is rather complex, and the
bargaining parties have different viewpoints on the methods of
calculating the amounts of revenue and expenses. This income
(transit fee) was never subjected to the S\rian income tax law.^'
EVALUATION OF THE SYRIAN TAX SYSTEM
Tax policies in S\T-ia have undergone some changes as indicated
bv the numerous legislati\e decrees passed bv the go\ernment in
recent vears. Some were minor rate changes, while others change
tax techniques and procedures in assessments and collection of
taxes. These changes failed to increase the proportion of national
income collected in taxes. The ratio of tax revenues to gross
domestic product ranged between 1 5 and 1 7 percent between
1966 and 1970."'- In 197^ and 1979. the same ratio dropped to
- F-Vi-.-.er.. "Sk.ti Tax for D'e^e'.oDrr.e^.^ ST-«*.
- Tr.e IPC >.ii r.a:;oaalize<i bv ihe Iraq: goverr.mer.t in 1972.
-' The IPC pipeline passes through the Svrian territorv from Kirkouk, Iraq, to
Banias. Sv-ria, and Tripoli, Lebanon, while the TAPline starts in the eastern
province of Saudi Arabia and ends in Sidon, Lebanon, passing through Jordan
and Syria.
^- For detailed information, see U.S. Department of Commerce, Foreign Economic
T
'-
-"/ Their ImpUcations Jor the United Statei rVVashington, D.C.: Government
, iffice, 1980), 7; and "Ne*fs in Brief— Saudi Arabia," Petroleum Economist
1979). 77.
Institutions Graduates Association, The Second Confererue on Mobilization
Resourcesfor Deielopmeni and Defense '^Damascus: Tarabishi Press, 1971),
'
''alculations of data extracted from S..\.R., StatasHad Abstract 1971,
4 - - - - : 3 jsiness Institutions Graduates .Association, The Second Conference,
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approximatelv 12 percent.- This ratio is similar to most developino^
countries and is ver\ low compared to advanced industrial coun-
tries. Furthermore, the taxing vield failed to match government
expenditures. The ratio of tax revenue to total budget receipts
declined from 43.5 percent in 1966 to 30 percent in 1970 and to
14.6 percent in 1980.-'
Many factors influence the beha\ior of the total tax receipts in
relation to the gross domestic product and the total government
expenditures. A full discussion of this complex relationship is
be\ond the scope of this study. Some of the noticeable factors,
howe\er. include the hea\-y reliance on indirea taxes and the
incomplete application of the income tax svstem. The amount of
indirect taxes substantially exceeds the amount of income tax
deri\ed from trade. industr\. and professions because of the
inherent inflexible nature of the indirea tax sxstem. In most cases,
the indirect tax is le\ied on the unit basis rather than the value
or price of the commoditv. Moreover, the imjxjrt duties on capital
goods are either non-existent or held to a minimum. These soods
contribute to the increase in gross domestic product, but not to
the total tax revenue.
The real estate tax. another indirect tax. is based on the rental
value of the prof>ertv. which is supposed to be revised p>eriodicallv.
Since such revision is not made for reasons stated earlier, this tax
becomes rigid and does not result in a relative increase in the total
tax revenue.
The income tax svstem is not fullv applied. Factors that explain
the situation include the exemption of manv ^^-age earners from
income taxes, the long-range nature of the eflect of tax incentives.
and the prevalence of tax evasion.
Manv wage and income earners are either exempt from income
tax or cannot be reached. For example, all armed services f>ersonnel
and members of the clerg\ are exempt from salar\ and wage taxes.
Most farmers are not taxed because of the obstacles facing the
authorities in securing compliance.''-''
The income tax svstem provides adequate incentives for risk
taking, expansion, and other of>erations conducive to economic
^- Based on calculations of data extracted from S.A.R.. ^ ^77,
292-95. Business Institution Graduates .\ssociation. Thr j. ^. . , .... ,y7/,
5576-585. and Siatisticai AbHract 1980. 593-600.
'-Based on calculations of data extracted fipom S..A.R.. Statistical Abstrf? • loar,
578-79.
'^ Business Institutions Graduates .Association. Thr Second Confrmttr, 593-c.. .
.
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development.^'* The benefits of these incentives are realized in the
total domestic product in the short run. Their effects on income
taxes, however, are of a long-range nature.
Income tax evasion is prevalent due to difficulties in administra-
tion and implementation of the tax system. Major reasons for this
situation include the lack of adequate accounting records and
supporting documents, the shortage of tax auditors, the lack of
tax education, a social consciousness, and the inefficiency of tax
administration.
The potential for an increased yield of income tax revenue is
possible and essential if such a tax is to play a larger role in
economic development. Improvements in statistical and accounting
techniques are gaining greater attention from government au-
thorities. This is not to imply that tax administration and compli-
ance are greatly improved over w^hat they once were, but the way
for such improvement is being prepared. Further, the Syrian
government is vigorously attempting to reduce illiteracy and to
improve the quality of education. Such a policy has a long-range
effect on taxpayers. The author believes, however, that the most
important factor in the improvement of the income tax role in
the economic development of Syria is its relationship to the success
of an organized accounting profession and the improvement of
accounting and auditing practices.
THE ROLE OF ACCOUNTING IN THE DETERMINATION OF TAXES
In their association with business operations, accountants are
involved directly or indirectly with most taxes. The determination
of income derived from business activities, industry, trade, and the
profession, however, is one of their major tasks. The role of
accounting and accountants in the success of income taxation and
compliance of taxpayers can be assessed by considering the rela-
tionship of income taxes and the accounting records, the deter-
mination of the taxable income, and the involvement of the
professional accountants in the preparation and review of tax
returns.
The Accounting Records and Income Taxation
The relationship between income taxation and the field of ac-
counting stems from the necessity to keep adequate records for
the determination of business income. Adequate records are used
to levy taxes, report the financial condition of businesses, and
^' Ibid., 610-12.
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provide reliable evidence of conducting honest business transac-
tions. The records also may be used in courts in case of disputes
and may save the business from bankruptcy in case of business
failure. ^^
The Syrian Commercial Law requires businesses to keep at least
a general journal, a correspondence book, and inventory records.
Moreover, other supporting records, such as the ledger, record of
shipments received, cash on hand book, and records of notes
receivable and notes payable, were recommended.^^
The Syrian tax law provides that every taxpayer subject to the
income tax should keep orderly accounting records that show his
or her actual profit.^' Taxpayers who are subject to taxation on
the basis of actual net income (Class I) should keep adequate
records that enable them to present to the Tax Department the
following documents: (1) income tax return, (2) profit and loss
statement, (3) balance sheet, (4) detailed schedule of depreciation,
and (5) schedule of personal exemptions, if applicable. In case of
a tax audit, the taxpayer should present to the tax auditor all
supporting documents, such as inventory valuation sheets, copies
of correspondence letters, notes receivable and payable, and other
documents, that support all statements and schedules accompanying
the tax return. ^^ Taxpayers who are subject to taxation on the
basis of "estimated income" (Class II) should keep records of their
sales and operating expenses. ^^ In some cases, records of purchases
instead of sales are sufficient for the determination of the estimated
income.''"
Taxpayers who are subject to lump sum taxes (Class III) should
present information to the tax authorities regarding any changes
in operations. None of the required information involves any
accounting records or financial data relating to the results of
operations or the financial position.^'
The tax law permits taxpayers in Classes II and III to change
their status to Class I and to be taxed on the basis of their "actual
net income" if adequate records are maintained. This change is
possible only if it can be demonstrated to the tax authorities that
*^ Nihad Sibaee and Rizkalla Antaky, Briefs in Commercial Law (Damascus, Syria:
University of Damascus Press, 1961), 61-62.
^« Ibid., 62-67.
^' S.A.R., Income Taxation, 7.
'Mbid., 10.
33 Ibid.
'"' Rafik Koudsi, personal letter to the author.
" S.A.R., Income Taxation, 48.
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the records are adequate to report the "actual profits." In recent
years, several professionals and specialized trades have been forced
to change from Class II to Class I, and accordingly are to be taxed
on the basis of actual profits after they present adequate records.
The adequacy of accounting records for use as evidence of
business transactions in case of legal dispute is reached by responses
of statutory accountants to a questionnaire dealing with this issue. '*^
Sixty-nine percent of the respondents considered the records
required by law to be sufficient, 23 percent considered them
insufficient and recommended additional records, and 8 percent
expressed no opinion. Most of the recommended additional records
were related to cost of production and sales and inventory valua-
tions.
Some of the reasons for the lack of adequate records stated by
the respondents include: (1) fear of revealing information to public
authorities, (2) tax evasion, (3) lack of accounting education and
consciousness, (4) leniency of the government, and (5) lack of
influential accounting organizations that push for better tax statutes
and more eff^ective methods of assessments and collections.
Most businesses register their accounting records, especially the
general journal, at the commercial courts. This registration is not
required by law if the business is officially registered at the local
Chamber of Commerce. The value of this practice is not certain.
Maintenance of proper accounting records differs with the nature
and size of the business. The respondents to the questionnaire
indicated that proper records are prevalent in manufacturing,
wholesaleing, and import and export businesses. Moreover, cor-
porations, especially public corporations, maintain better records
than partnerships or sole proprietorships. Small businesses, such
as retailers, professionals, farmers, craftsmen, and peddlers, keep
poor or no records.
Determination of Taxable Income
The concept of taxable income as specified by the Syrian tax law
is rather general in spite of the definition of "net income." This
law states that "net income is composed of all revenues subject to
the income tax less all burdens and expenses necessitated by the
operations of the business."*^ Taxpayers included in Class I will
be taxed on the basis of "net income" as specified by the tax law.
*^ Adnan Abdeen, "The Role of .•\ccounting in the Economic Development of
Syria" (DBA dissertation, Mississippi State University, 1974), Appendix B, 315-
22.
*' S.A.R., Income Taxation, 7.
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Furthermore, the tax law states that the accrual method is to be
used when determining revenues, but it does not specify the method
of determining the cost of sale. Burdens and expenses include (1)
the actual rent expense for the place of business or, in case of
ownership, estimated rental value used by the real estate tax
assessors; (2) salaries, wages, and any additional payments paid in
lieu of services rendered to the taxpayer's business; (3) employee's
insurance expense; (4) allowances for payment of employee's job
terminations, pensions, and emergency compensations as specified
by labor law; (5) depreciation allowances acceptable by common
practice of the related business or profession; (6) taxes and fees
due and paid during the year, with the exception of the income
tax; and (7) any amount contributed to the Syrian armed forces,
schools, and public and private hospitals/"*
The determination of the taxable income of the other two classes
of taxpayers is based on special economic analyses, such as profit
averages or percentages classified by various groups of business in
several kinds of trade, industry, and professions/^ The tax law
specified that the gross amounts of revenue realized during the
year should be the base of determination of estimated net income
for Class I. The rate of gross profit on the gross revenue will be
set annually by special committees of the Tax Department. Once
the amount of estimated gross profit is established, the actual
operating expenses are subtracted from it to determine taxable
income."*^
Class III taxpayers are subjected to a lump sum tax. Professionals
and craftsmen in this class are divided into twenty groups, and
each group is assessed a fixed amount. The amount of taxes levied
on this class can be changed every five years by a special review
committee of the Tax Department. The bases used to compute
the tax are the size of the business, the location, and the estimated
number of customers. For seasonal businesses, the number of
workdays is considered."*^
The concept of taxable income in the Syrian tax law as applied
to all three classes of taxpayers is not definite and clear. For Class
I, the general definition of taxable "net income" leaves many
accounting issues to the discretion of accountants, tax assessors,
and auditors. The determination of the gross profit ratios for Class
" Ibid., 7-8.
*^ Koudsi letter.
*^ S.A.R., Income Taxation, 61.
"' Ibid., 45-46.
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I adds to the complexity of determining a fair taxable income that
reflects the annual results of operations. Certain taxpayers may
qualify for or exceed the ratios set by the authorities. The esti-
mation of taxable income in Class III and the assignment of a
taxpayer to one of the twenty groups involves an arbitrary assess-
ment. The worst aspect of this tax is that once the taxpayer is
assigned to a group, he or she must pay the assessed taxes for five
consecutive years as long as the taxpayer remains in business,
regardless of the level of the operations and the amount of profit
derived from them.
Basically, the accounting and tax concepts of determining rev-
enues, costs, and expenses follows the accrual method of account-
ing. In many cases, however, the treatment of these items on the
financial statement differs from that on the tax return. An ex-
amination of several financial statements and other sources revealed
that the most commonly encountered situations are these:
1. Depreciation on real estate is not a deductible expense on the
tax return. Assessed rental value used in the determination of real
estate taxes replaces this amount for tax purposes.
2. The religious tax, Zakat, is treated as an expense on financial
statements, but it is not an acceptable deduction for tax purposes.
3. No taxes, with the exception of income taxes, are allowed as
deductions on the tax return unless they are actually paid.
4. Interest expenses are allowed deductions if they relate to business
loans. Interest income on loans made to others should be differ-
entiated from business-related loans and nonbusiness loans. The
interest income from nonbusiness-related loans would be subject
to taxes on circulating capital and should not be included in the
revenues of the business. If the interest income is business related,
however, it should be offset with interest expense and the difference
should be reported on the tax return.^*
5. Double taxation is not allowed by law. For this reason, profit
transferred from foreign operations, rent income, and dividend
income is not included in taxable income."^
Most of the difference in the measurement of revenues, cost,
and expenses are permanent differences and are not offset by
corresponding differences in other periods.^" This fact eliminates
''* Noury Dabit, Studies in Income Taxes (Aleppo, Syria: Shark Press, n.d.), 443-44.
*« Ibid., 252.
^^ The only issue that involves the problem of timing is that of the tax expense
deduction (other than income tax) which is not allowed unless it is actually paid.
This issue, which involves tax allocation, is normally ignored by Syrian accountants.
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the problem of tax allocation because the amount of tax liability
matches the provision for taxes. This does not mean that there
are no tax disputes between the Tax Department and taxpayers.
Most of the differences arise from the fact that the tax law is
ambiguous and lacks clear provisions for allocation of costs and
expenses. For example, the law has no instructions concerning
inventory and depreciation methods and allowances for bad debts
and possible losses on foreign currency holdings. Moreover, no
special provision in the law exists for the treatment of capital gains
and losses. Gains (or losses) are treated as addition to, or subtraction
from, the business revenue.
The basic guidelines are that expenses should be necessary for
the operations of the business as stated in the definition of net
income. When the methods of accounting are not specified, the
practices of the industry, trade, or profession should be used. This
places a heavy burden on the accountants and the tax auditors to
determine taxable income.
Despite the previous comments and criticisms of the legal concept
of taxable income, the methods of calculating the income tax base
for all three classes of taxpayers are very practical under the
present business conditions in Syria. Any arbitrary determination
or unfair estimate of the taxable income could be justified by
keeping adequate accounting records which are necessary for the
determination of "actual net income." Moreover, these records
facilitate the task of auditors and contribute to the taxpayer's
compliance. The need for changes, clarification, and additions to
the provisions of the law, however, is apparent. This need stems
from the changes in the business environment and the evaluation
of new accounting practices. To satisfy this need, the Ministry of
Finance continuously issues clarifications and interpretations to
facilitate the task of tax declarations and collection.'''
After Syria gained independence in 1946, the corporate form
was introduced, and the free enterprise system prevailed. This
condition helped generate a concept of income consistent with
modern economic thought in developed nations. Basically, the
concept of taxable income utilizing the accrual method of account-
ing, where revenues and expenses are matched, is quite sound.
The problem is that the application of the concept is hindered
by the lack of formal accounting principles, auditing standards,
and a code of professional ethics. This condition exists because
Syrian accountants are not active in accounting research, nor are
^' Dabit, Studies in Income Taxes, 423-57.
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they organized professionally to influence events. However, many
political, economic, and social factors, the most important of which
is the growth of the public-sector trade and industrial enterprises,
contributed to this situation.
The Professional Accountants and Income Taxation
Accountants normally off^er a variety of management advisory
services to their business clients, including the preparation of the
clients' tax returns; represent clients before the taxing authorities;
offer advice on tax planning for future transactions; and aid in
tax legislation and implementation of tax policies of the country.
The independent public accountants have a primary responsi-
bility to their clients to insure that their clients pay the proper
amount of tax. The second responsibility of the public accountants
in tax work is to the public, whose interests are represented by
the government. The two responsibilities should not conflict be-
cause the public accounting profession is pledged to high standards
of morality and integrity.
The tax authorities and the accounting profession are seeking
the confidence of the public because both feel that the confidence
and respect of the public are invaluable assets. But before they
both gain the confidence of the public, they must have confidence
and respect for each other, particularly the tax authorities toward
the accounting profession. This confidence is demonstrated in the
Philippines, Mexico, and in a less formalized way in the United
Kingdom as those national tax authorities accept tax declaration
statements as correct when certified by an independent auditor.^^
The accounting profession in developing nations has not yet
reached the status enjoyed in the developed nations because the
accounting profession in most of these countries is in the evolu-
tionary stage. The lack of adequate accounting records, competent
accounting manpower, formal pronouncements of accounting and
auditing principles, and a formal code of professional ethics con-
tributes to the degree of noncompliance with tax laws.
The status of the accounting profession in Syria is not diff^erent
from that in other developing nations. The tax declarations of
taxpayers are audited by authorities, regardless of their preparer.
The tax returns of the public-sector enterprises are subject to an
"office audit" by the Tax Department. All public organizations
and companies have been subject to this audit since 1968. A final
^^
"Report of the Committee on International Accounting," Accounting Rei'iew,
supplement (1972), 148.
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decision on the tax assessment is reached after a thorough exam-
ination of the financial statements certified by a special government
control body, General Organization of Financial Control (GOFC).^^
Before 1968, the Tax Department audited these statements even
though they were certified by statutory accountants. But this
practice has changed after the task of auditing the public-sector
organizations was taken from the statutory accountants.
The statutory accountants who are not connected with the GOFC
are involved with certification of the statements of the private-
sector enterprises. They are not, however, experts on tax matters.
This fact was confirmed by 70 percent of the statutory accountants
who responded to the previously mentioned questionnaire. Despite
this, they recommended that the Tax Department should accept
the tax declaration certified by them without further tax audits.
The respondents felt that this practice may induce the accounting
profession to formulate strict rules for auditing and ethical prac-
tices, and compliance with the tax law may improve if the Tax
Department issues directives to the statutory accountants for au-
diting tax declaration. The respondents stated that statutory ac-
countants may be very instrumental in increasing trust between
the Tax Department and the taxpayers and eventually improve
tax consciousness and education. If these recommendations were
accepted, it is felt that tax auditors would be relieved of the
tremendous volume of tax returns they must audit.
These views were not shared by 30 percent of the respondents
who questioned the reliability of tax declaration when signed by
statutory accountants on the ground of collusion of interests,
compromise of independence, and lack of strict rules of auditing
and ethics. Actually, the lack of the Tax Department's confidence
in the certification of the statutory accountants stems from the
lack of competence among the accountants. Only 38 percent of
the respondents considered the great majority of the statutory
accountants to be competent and to have high moral standards;
46 percent questioned this view; and 16 percent expressed no
opinion.
Vigorous application of the tax law would encourage mainte-
nance of honest accounting records and lead to a greater compli-
ance with the law. Accountants are able to locate the financial
information needed for tax returns, advise their clients on how to
utilize the tax laws fairly, and, in case of a tax audit, minimize
areas of controversy with the tax auditors. Moreover, they are in
^^ S.A.R., Income Taxation, 16.
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a position to interpret and clarify the ambiguous and incomplete
Syrian tax laws. If the Syrian government involves the statutory
accountants in tax work to a greater degree, the accountants will
contribute to desired compliance and to the reduction of the
tremendous backlog of tax audit. ^^ However, the need for profes-
sional accounting competence and high professional and ethical
standards still persists. These desired aspects of the profession can
be achieved with better organization, but this organization will not
occur unless economic activities accelerated in the private and
public sectors and the need for more and better accountants
becomes apparent.
CONCLUSION AND RECOMMENDATIONS
Taxation in Syria previously constituted the second major source
of government revenue. The 1980 tax revenue as a percentage of
the total revenue receipts shows a sharp decline over 1970. In
absolute terms, tax revenue grew substantially over the same period
due to increased industrialization and growth of the economy.
The Syrian tax structure is greatly dependent on indirect taxes,
but income and production taxes are second to indirect taxes in
importance. As the Syrian economy grows, the need for an efficient
system of taxation, especially income taxation, increases. This need
is expected because imports are likely to fall as a percentage of
national product and tariffs are likely to fall and reduce the
dependence of the tax system on indirect taxes. To facilitate and
expedite the shift of emphasis from indirect to direct taxes,
technical machines will be needed. Accounting profession and
accounting education should play a significant role because the
relationship of accounting to taxation stems from the need for
keeping adequate records of the business transactions and deter-
mining the proper basis of a variety of taxes.
Another relationship between accounting and taxation stems
from the possible contribution of accountants to the elimination
of tax evasion through proper recording and auditing of business
transactions. The efficiency of the tax system seems to hinge on
the improvement of accounting and auditing techniques and the
skill provided by capable individuals. In other words, the tax system
is likely to improve if better accounting practices are applied in
Syria. Through this improvement, additional resources are usually
created for investment in needed economic development projects.
^''Business Institutions Graduates Association, Studies on Mobilization of Economic
Resources for Denelopment and Defense (Damascus: The Jadida Press, 1969), 179.
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The relationship between accounting and the tax system, par-
ticularly the income tax system, is important for the efficient and
smooth operations of the machinery implementing the tax system.
Improved accounting and auditing techniques contribute to proper
tax assessment, the elimination of tax evasion, and the proper
handling of tax incentives.
It is recommended that the Syrian government should involve
the statutory accountants with tax work because they will contribute
to the achievement of the organization on the part of the account-
ants, but unless economic activities accelerate in the private and
the public business sectors, these goals will not be achieved.

Accounting Development in the Solomon Islands
D. J. HARDMAN*
Contrasted but interwoven strands of national independence have
changed the status and character of former colonies and depend-
encies in the South Pacific over the last two decades. Although
constitutional evolution of the region is incomplete and mechanisms
of regional cooperation are still in their early stages, a new Pacific
has emerged with its own problems, style, and aspirations.
On July 7, 1978, the Solomon Islands, formerly the British
Solomon Islands Protectorate (BSIP), became the eighth developing
country in the South Pacific to achieve such independence.' At
the time, the Rt. Hon. Peter Kenilorea, founding prime minister,
stated:
Regardless of our ethnic, cultural, and religious diversity, we can, from
today onwards, attest to a single national identity. Today we are Solomon
Islanders, and we can say with humility, but also with pride, that we all
belong to one free and independent nation. . . . Our future prosperity,
harmony and happiness, progress and stable society depend on the
combined efforts of all of us. . . . Nationhood brings a common unity of
purpose and, wisely used, this can be for the good of all.^
Despite the rhetoric and euphoria which signaled nationhood of
the fledgling state, some subsequent changes in the Solomon Islands
have tended to be more illusionary than real. This is particularly
* D. J. Hardman is Senior Lecturer in Accounting, Faculty of Business, Tfie New
South Wales Institute of Tecfinology, Sydney, Australia.
' The preceding ones were Western Samoa (1962), Cook Islands (1965), Nauru
(1968), Fiji (1970), Tonga (1970), Niue (1974), and Papua New Guinea (1975).
Tuvalu — formerly F.llice Islands — achieved national independence in the same
year (1978) as the Solomon Islands, followed by Kiribati-Gilbert Islands (1979)
and V^anuatu-New Hebrides (1980).
^ "Speaking as F.quals in the Family of Nations," Solomon Islands Neu^s Drum (7
July 1978), 3 and 33.
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evident in the local accounting profession where standards have
remained substantially the same as in the preceding BSIP era. In
the private sector, the accounting profession continues to be
dominated by accounting firms and, in the public sector, an
imported model of government accounting is still in use. The
sedulous and uncritical adoption of the conventional wisdom of
the past, however, may not successfully foster the stated aspirations
of ". . . prosperity, harmony and happiness, progress and stable
society," and, in fact, may make the attainment of such transcen-
dental goals even more remote.
The demand for accounting services in the Solomon Islands
stems from substantial expenditure programs in both private and
public sectors. Most of the local accounting activity is generated
by the secondary benefits of public and rural investment. Account-
ants serve the needs of the private and public sectors which have
grown markedly in response to (1) natural population increase
(one of the highest growth rates in the world); (2) a sustained rise
in local purchasing power; and (3) increased domestic and overseas
investment.
PRIVATE ENTERPRISE ACCOUNTING
Private enterprise accounting in the Solomon Islands dates from
the turn of the century when, led by Lever's Pacific Plantations
Ltd., British investors developed the production of copra, cocoa,
rice, timber, and palm oil. The growth of private enterprise
accounting was linked with the local activities of expatriate shipping
and trading companies — and, more recently — with banking,
insurance, and other business interests. A significant part of con-
temporary accounting in the private sector is associated with
external trade earnings from three major primary industries, one
long-established (copra) and the other two (timber and fish) rela-
tively young but with marked export potential. Palm oil, rice, and
beef are also primary industries w hich are attracting further local
and foreign investment while there are emerging possibilities for
mining (gold, silver, copper, phosphate, and bauxite) and tourism
ventures.
In common with other developing countries of the South Pacific,
private enterprise accounting in the Solomon Islands is the exclusive
province of expatriate or non-national accountants. Most are
employed by metropolitan-based accounting firms, trading com-
panies, and banks on permanent transfers, long-term postings or
Accounting Development in the Solomon Islands 143
fixed-term contracts, and are members of professional accounting
bodies in Britain, Australia, or New Zealand.
Four accounting firms operate in the Solomon Islands, all located
in the capital, Honiara, the major port and administrative center.
Three of these firms are Australian-based multinationals. The
remaining one is a local independent firm, established recently by
a Chinese chartered accountant previously in the employ of one
of the multinationals, which is servicing an increasing number of
business clients — many of them Chinese — at the expense of the
multinationals. The accounting firms provide professional employ-
ment for expatriate accountants, most of whom are recruited or
transferred from Britain, Australia, and New Zealand. They also
provide sub-professional employment for S.I. clerks and other
support staff, in common with the local banks, trading companies,
and other business houses.
ACCOUNTING STANDARDS
In the absence of any statutory or other directive to the contrary,
accounting standards followed by the profession in the Solomon
Islands are those promulgated by the accounting bodies in Britain,
Australia, or New Zealand for the observance of their respective
members. A marked degree of general uniformity exists among
these metropolitan standards, which are usually not inconsistent
with the pronouncements of the International Accounting Stan-
dards Committee.^ However, such standards may not necessarily
reflect the accounting needs of a newly independent and developing
microstate.
In the case of a relatively young, developing microstate, such as
the Solomon Islands, however, something appears to be incon-
gruous in the adoption of imported accounting standards formu-
lated in the context of big business, industrial society, and met-
ropolitan government. It is conjectural whether the Solomon
Islands can benefit in the same way, and to the same extent, from
the accounting standards of a manifestly diff^erent type of society
and economy. What may well be needed in the Solomon Islands
are accounting standards more oriented toward the growth and
development of a microstate, but no attempt — either in the
^ The International Accounting Standards Committee (lASC) was formed after
the Tenth Congress (1972) of the International Congress of Accountants was held
in Sydney. The objectives of the lASC are to establish international accounting
standards and to ensure that published financial statements comply with these
standards. There are more than forty members of the lASC, including the United
States, the United Kingdom, and Australia.
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Solomon Islands or elsewhere among the developing island entities
of the South Pacific — has been made to formulate and implement
accounting standards which specifically recognize local conditions,
influences, and problems. In a broader but related context, the
irrelevance and inappropriateness of imported accounting stan-
dards to the needs of developing countries were highlighted at the
Ninth Conference of the Confederation of Asian and Pacific
Accountants (CAPA)^:
. . . two-thirds of the world today is comprised of developing countries
whose circumstances should be considered in the formulation of inter-
national accounting and auditing statements. Certain standards or prin-
ciples that may seem logical and appropriate from the viewpoint of a
western developed countrv may be inappropriate or may work undue
hardships ... in a developing countrv.''
The point mav be illustrated bv reference to accounting for
devaluation. Accounting standards in developed countries usually
require exchange losses to be charged to operations as a diminution
of net worth. However, such a practice in the case of a developing
country, which finances imported plant and equipment by a foreign
currencv loan or credit, could result in accounting anomalies.
Should a developing countrv devalue its currencv, the cost of such
fixed assets is usuallv increased bv the amount of additional local
currencv required to meet the foreign liability incurred for their
purchase. If it were mandatory to charge exchange losses to
operations, not only would subsequent financial statements be
unrealistic, but the companies involved could be technically insol-
vent.*^
PUBLIC-SECTOR ACCOUNTING
Public-sector accounting in the Solomon Islands since national
independence reflects the British influence of its former protec-
torate status. This influence is seen initially in the continuation of
the Westminster model with its emphasis on the financial account-
ability of the executive to the legislature and, ultimately, to the
electorate.
^ The membership of CAPA extends north to Korea and Japan, south to .\ustralia
and New Zealand, west to Pakistan and Lebanon, and east to the United States.
The objective of this bodv is to develop a coordinated regional accounting
profession with harmonized standards.
'" Washington SvCip, "The Role of CAPA in Achieving Harmonization," Account-
ants' Journal (Philippine Institute of Certified Public Accountants), no. 3 and no.
4 (1979), 19.
^ Ibid.
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On national independence, the constitution specifically defined
the roles of these parliamentary institutions involved in the financial
management control of the public sector. Under the constitution,
the National Parliament is empowered to authorize and control
the raising and expenditure of finance. Constitutional provision is
also made for the establishment of the Auditor General's Office
and Public Accounts Committee.
The lynchpin of the public-sector accounting system is the
Ministry of Finance, which administers the Public Finance and
Audit Act of 1978, prepares and monitors the annual budget,
advises on and coordinates national financial and economic policies,
and maintains the government accounting records. It also provides
advice to the Minister for Finance on policv matters relating to
the various statutorv bodies for which he is responsible, namely.
Government Shareholding Agency, Solomon Islands Monetary
Authority, Development Bank of Solomon Islands, and National
Provident Fund. Overall control of economic policv, however, is
vested in the Central Planning Office.
Although the public-sector accounting system and its cognate
institutions have been designed to foster financial accountability,
in practice the attainment of this objective is restricted by the
acute shortage of professionallv qualified accountants in the Sol-
omon Islands — as elsewhere among the developing microstates
of the South Pacific. The public-sector accounting function in the
Solomon Islands inherited, from the country's former protectorate
status, traditional negative British public-sector attitudes toward
the employment of properly qualified professional staff in account-
ing positions. Historically, there has been no general insistence on
formal accounting qualifications — even at executive levels — in
the British Civil Service and, of more significance in the present
context, the former Colonial Service. It was commonly believed
that professional accountants as such were needed neither in
Whitehall nor the far-flung outposts of the empire. The conven-
tional wisdom — or lack of it — held that persons occupying
accounting positions needed only to assimilate the rules and reg-
ulations of government accounting procedures and be familiar
with the fund-cash system.
Where more general accounting training was considered desir-
able for particular positions in the public sector, short accounting
courses of topical appeal but limited scope and depth were usually
devised bv specialist in-service training groups. The historical
prejudice against properly qualified professional accountants, in
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conjuction with the fostering of the cult of in-service training,
resulted in many government accounting positions being filled on
a seniority basis by administrators, clerks, and other non-account-
ants. To a large extent, the government accounting and budgeting
function was vested in a small cadre of university graduates from
diverse non-accounting disciplines, supplemented by a very large
unqualified support staff reaching up into surprisingly high levels
of financial management and control. In this context, it has been
observed:
The low status given to government accounting in the United Kingdom
has been transmitted to other countries in the British sphere of influence
and has further encouraged the dominance of private-sector auditing,
making it more difficult for the government sector to control the structure
and the duties of the accounting profession.^
PROVINCIAL GOVERNMENT ACCOUNTING
In addition to the national government and its various ministries
located centrally in the capital of Honiara, provincial governments
have been established for the seven provinces (Western, Isobel,
Central, Guadacanal, Malaita, Makira, and Temotu) of the Solomon
Islands. Under the provisions of the Provincial Government Act
of 1981, each province has a legislature in the form of an elected
provincial assembly, complete with speaker, clerk, standing orders,
and ordinances. Committees of assembly members are responsible
for the various provincial functions including health, education,
agricultural extension services, construction of roads and bridges,
and preservation of local culture. These functions are financed by
local rates and grants from the national government.
Each province also has a provincial executive headed by a premier
elected by the provincial assembly. The members of the provincial
executive other than the premier are appointed by the Minister
for Home Affairs on the advice of the premier. The Ministry of
Home Affairs exercises a general supervisory role over the affairs
of the provincial governments. Provincial government staff includes
assigned members of the National Public Service, but mainly those
who have requested assignment to their home provinces.
Responsibility for provincial accounting is vested in the provincial
treasurer. In theory, the treasurer, as the relevant divisional head,
should also be responsible for financial management and control.
In practice, however, provincial administrators and other divisional
' Richard J. Briston, "The Evolution of Accounting in Developing Countries,"
International Journal of Accounting {FM 1978), 115.
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heads tend to assume this function and relegate the role of treasurer
to that of bookkeeper. Organizationally, the treasurer is accorded
very low status in the provincial hierarchy, often being junior to
most other divisional heads and to the provincial clerk and his
deputy. Consequently, the financial advice of the treasurer is seldom
sought and often ignored. The problem is exacerbated by the fact
that provincial administrators and divisional heads are often un-
aware of the underlying principles of financial management and
control.
In this type of financial and accounting environment, it is not
surprising that financial accountability of the provincial executive
is not always achieved. The national government has been con-
cerned in recent years by the not uncommon insolvency of prov-
inces and their increasing resort to substantial loans (relative to
recurrent revenues) to meet outstanding debts. Under the Public
Finance and Audit Act of 1978, the national government provides
loan funds to provincial assemblies for the (1) provision of social
and economic services; (2) construction or execution of develop-
ment projects; and (3) purchase of land, ships, vehicles, and
equipment.
It is conjectural, however, to what extent loan funds from the
national government are used for these designated purposes. For
the year ended December 31, 1980, the auditor general reported
that 80 percent ($530,000) of the loan funds up to that date had
been made to enable provinces to meet their debts — mainly to
the national government. The scheduled repayments were antici-
pated to absorb most of internally generated revenue, necessitating
large-scale rescheduling and eventual write-off in some cases.
^
In the South Pacific, problems of accounting control and financial
management at the provincial government level are not confined
to the Solomon Islands. These problems may be more accentuated
in other areas. For example, it would appear that in neighboring
Papua New Guinea, the financial excesses of the free-spending
provinces have resulted in the evolution of a peculiarly Melanesian
style of porkbarreling. There, the first priority of provincial
parliamentarians, in return for the electoral support of their
constituents, tends to be the maximization of the number and
value of development projects and improvements for their own
provinces. Although this stage has not yet been reached in the
* Solomon Islands, Certificate and Report of the Auditor General on the Accounts of the
Solomon IsUmds Governmentfor the Year Ended 31st December 1980 (Honiara: National
Parliament Paper No. 42 of 1981), 22.
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Solomon Islands, a distinct possibility exists that accounting control
and financial management in provincial government could emerge
as greater problems than those in national government.
ACCOUNTING EDUCATION AND TRAINING
No S.I. national has ever become a qualified accountant in the
sense of being a member of a recognized professional body and
eligible for statutory registration as a practicing accountant. Thus,
none is a member of the metropolitan accounting bodies well
represented by expatriate staff— notably, the Institute of Char-
tered Accountants in England and Wales, The Institute of Char-
tered Accountants in Australia, Australian Society of Accountants,
and New Zealand Society of Accountants.
The reasons for this non-participation in accounting at the
professional level by S.I. nationals are largely historical and cultural.
In the BSIP era, neither encouragement nor opportunity for this
type of vocational development existed. Since national independ-
ence, a growing recognition of the need for professional accounting
qualifications (particularly in the reports of the auditor general)
has existed, but progress so far has been confined to the education
and training of nationals at the accounting technician or support
level, with vocational standards at best not higher than those
required in, for example, the accounting and commerce certificates
of the New South Wales Department of Technical and Further
Education in Australia.
In this regard, some S.I. nationals have been admitted to
membership of the Association of Accounting Technicians, which
is a second tier body for accountants in Britain, as a result of
external studies and in-house tuition. The education and training
of nationals at the accounting technician level are also conducted
locally at the Honiara Technical Institute and at the Honiara
Extension Centre of the University of the South Pacific.
The Honiara Technical Institute conducts the (British) Business
Education Council National Certificate Course organized on a full-
time basis of eight terms (eighty weeks) extending over two years.
^
The Honiara Extension Centre provides a local tutor and a
weekly satellite session with the course tutor in Suva for the
Certificate in Accounting Studies. The certificate program consists
^ Honiara Technical Institute, Handbook 1982-1983 (Honiara: Government Printing
Works, 1982), 17-18.
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of two one-semester 100-level degree courses and three one-
semester 100-level vocational courses.'"
A few S.I. nationals have studied accounting abroad at much
the same level as in Honiara at the Papua New Guinea University
of Technology in Lae and the Fiji Institute of Technology in Suva.
Some have attended various ad hoc accounting courses in Britain,
Australia, New Zealand, and Fiji. Further, individual companies
and accounting firms in the private sector of the Solomon Islands
provide their own training facilities for clerks and other support
staff, including occasional metropolitan work-experience programs
in Britain, Australia, and New Zealand.
The importance of accounting education and training has not
always been recognized by visiting missions involved directly or
indirectly in the allocation of overseas aid. For example, the
Education and Training Mission to the South Pacific, which re-
viewed the regional educational and training function of the
Australian Development Assistance Bureau in 1981, noted a gen-
eral need for administrative and managerial training — particularly
in the areas of budgeting, financial control, management com-
munication, and policy analysis and formulation. However, the
specific need for accounting education and training at both profes-
sional and support levels was not identified."
One of the problems of this type of survey, which inevitably
militates against accurate and comprehensive assessment, is that
the resources involved are usually spread too thinly and selectively.
Thus, there has been a tendency for visiting missions to (1) arrange
their itineraries in the same way as package tour operators, con-
sequently allowing only an inadequate two or three days in each
location; and (2) interview only government officials and ignore
the expertise of the private sector, thus gaining only a blinkered
view of national requirements.
INSTITUTE OF SOLOMON ISLANDS ACCOUNTANTS
A recent development in accounting education and training was
the establishment of the Institute of Solomon Islands Accountants
(ISIA) in August 1982, after an unsuccessful attempt some years
'" C. Gibson and M. White, Accounting Studies in the South Pacific: An Introductory-
Handbook (Suva: Extension Services, The University of the South Pacific, 1983),
10-11; also, K. T. Livingston, John Sommerhauser, and Somaiya Naidu, eds..
Extension Studies Handbook 1983 (Suva: Extension Services, The University of the
South Pacific, 1982), 104-5.
" Australian Development Assistance Bureau, Report of the Education and Training
Mission to the South Pacific, Country Paper No. 3 — Solomon Islands (Canberra:
Printwrite, 1981), 133-44.
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ago to found such a local \ocanonal entitv. The foundation
members of the ISIA were for the most part British accountants
employed bv the S.I. government who were concerned with pro-
viding a course of accounting studies for the indigenous population
as an integral part of employment localization policv.
The qualifying examinations of the ISIA commenced in Novem-
ber December 1983. The examination s\'llabus covers, at a fairly
basic level, a limited number of subjects including numeracy, data
processing, financial accounting. compan\- accounting, financial
management, public-sector accounting, management accounting,
auditing, administration, law, and taxation.
This type of examination svllabus is suitable for accountants
seeking to qualify at the support or technician level. It is sub-
professional in the sense that successful candidates would not be
exempted from the educational requirements of generally accepted
and officially recognized professional bodies, such as the Australian
Society of Accountants and The Institute of Chartered Accountants
in Australia. Although it is too earlv for an evaluation of the extent
to which ISIA has achieved its objectives, at best it can onlv hope
to provide — b\" means of regular examinations — a supply of
sub-professional accounting staff to complete routine bookkeeping
tasks at the support or technician level. Such staff would not be
qualified, however, to make decisions at the professional level
regarding important matters including accounting policy, systems
design, financial management, and budgetary control. These tvpes
of decisions, presumably, would continue to be made bv profes-
sionally qualified expatriate accountants in both private and public
sectors.
CONCLUSIONS AND RECOMMENDATIONS
The accounting development of the Solomon Islands since national
independence has been characterized bv a sedulous adherence to
outmoded doctrines and ineffectual palliatives. The standards and
composition of the local accounting profession have continued to
reflect the influence of the colonial past with its exclusive emphasis
on expatriate skills and procedures. No attempt has been made to
formulate accounting standards which recognize the special needs
of a developing microstate seeking economic stability and pros-
perity. In view of the imported and disuniform nature of the
standards currently observed bv expatriate accountants, coupled
with the local profession's dependence on self-regulation, consid-
eration should be given to the establishment of an indigenous
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statutory body to determine and enforce accounting standards
which recognize the specific developmental needs and priorities of
a South Pacific island rather than the requirements of longer-
established neighboring metropolitan powers.
The accounting education and training of nationals, too, have
not kept pace with contemporary needs. The private and public
sectors of the Solomon Islands are characterized by a shortage of
accountants, which is evident at both professional and support
levels. Although the supply of accountants at the support or
technician level can be expected to increase through local and
overseas vocational courses, no long-term planning has been devised
for accounting education and training at the professional level. In
the absence of appropriate strategies for professional formation in
accounting, the profession in the Solomon Islands will continue to
be dominated by expatriate accountants.
Apart from the adverse implications of this dependence on
imported knowledge and skills for the employment localization
policies of the S.I. government, the public sector needs the financial
guidance and control of properly qualified accountants at key
points of the economy. Managing a modern state, even a Pacific
mini-state, is big business. The annual budget of the Solomon
Islands for 1985 was $(SI)91.4 million, with Australia contributing
$(A)5.3 million in aid funds.''
The need for properly qualified accountants is particularly
evident in joint equity undertakings between government and
private enterprise, such as in the palm oil and fishing industries.
In this situation, it is necessary for government accountants to
have the same professional experience and commercial skills as
their private-sector counterparts to ensure that joint venture profits
are not siphoned off to metropolitan parent companies through
"creative" expense distribution, transfer pricing, false documen-
tation, or other ruses.
For participatory foreign investment to be of benefit to the host
country, accounting for the subject ventures must be both accurate
and equitable. In the absence of appropriate planning to ensure
an adequate supply of qualified accountants to safeguard the
financial interests of the public sector, the possibility that foreign
investment in local undertakings may be manipulated to the
financial detriment of the host country exists. The accountants for
'^ For comparative purposes, the S.I. dollar since independence (1978) has been
generally on a par with the Australian dollar, but, with the latter's recent fall, the
rate is now $(SI)1=$(A)1.09.
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such firms, in common with accountants elsewhere, have the
capacity to make the bottom-of-the-line figure anything they like,
depending on the instructions of management and the nature of
the assumptions adopted. In the particular context of joint equity
undertakings, an urgent need exists for expanded programs of
accounting education and training to ensure the constant availa-
bility of professional expertise and advice to the public sector of
the Solomon Islands. In the wider context of financial accountability
of the executive to the legislature and the electorate, accounting
education and training at the professional level become national
imperatives.
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Translated Financial Statements
Can Be Meaningful
THOMAS W. HALL and H. JIM SNAVELY*
At the present time, application of commonly used translation
methodologies results in financial statements which are of limited
usefulness. Translation gains or losses do not represent real gains
or losses except by coincidence; balance sheet translation adjust-
ments are no more than numbers needed to make the translated
balance sheets balance; and real and nominal income effects are
mixed, precluding a rational interpretation of income. This situ-
ation need not exist. The translation of foreign currency financial
statements can and should produce meaningful results.
This paper will (1) explain why current translation methodologies
produce numbers which are of limited usefulness, (2) develop,
through a series of basic examples, a method which produces
meaningful numbers, and (3) present a comprehensive example
comparing the results of the different methods. Even if translated
financial statements cannot be corrected, investors, creditors, and
managers of firms with foreign operations need to understand the
method described in the following pages because its application
produces numbers which are useful in evaluating the results of
foreign operations and planning hedging activities.
THE DEFICIENCY IN CURRENT TRANSLATION METHODOLOGIES
Available evidence indicates that domestic and foreign inflation
rates play a major, though not complete, role in determining
* Thomas W. Hall and H. Jim Snavely are Associate Professor and Professor of
Accounting, respectively, at the University of Texas at Arlington.
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exchange rate changes. Studies by Aliber and Stickney* and Giddy^
confirm a significant relationship between inflation and changes in
exchange rates. A recent study by Hall^ suggests that during
periods of high inflation and floating exchange rates, relative
inflation rates may account for as much as 82 percent of the
variations in exchange rates.
This relationship between inflation and exchange rate changes
is described by the purchasing power parity (PPP) theory. The
PPP theory predicts that a change in the country-to-country ratio
of commodity price levels results in a proportional change in the
exchange rate." Mathematically, the relationship can be expressed
as follows:
fc't ~ ^i-\
"d.t • "d.t-l
L P,t ^ Pf..-. J
where
E,; E,_i = exchange rates at times t and t-1
denominated in domestic currency
units per foreign currency unit,
Pd.t; Pd,i-i = domestic price levels at times
t and t-1, and
Pf.t; Pf,t-i = foreign price levels at times
t and t- 1
.
In spite of the significant relationship between changes in ex-
change rates and inflation rates, present translation methodologies
ostensibly ignore inflation in translating foreign currency financial
statements. However, the exchange rates are an integral part of
statement translation procedures. Thus, while inflation is explicitly
ignored, it implicitly aff^ects the statements.
Since the effects of foreign and domestic inflation are not
' R. Z. Aliber and C.P. Stickney, "Accounting Measures of Foreign Exchange
Exposure: The Long and Short of It," Accounting Review (January 1975), 44-57.
2
I. H. Giddy, "Exchange Risk: Whose View?" Financial Management (Summer
1977), 23-33.
^ Thomas W. Hail, "Inflation and Rates of Exchange: Support for SEAS No. 52,"
Journal of Accounting, Auditing cr Finance (Summer 1983), 299-313.
^ Significant evidence suggests that not all exchange rate changes can be attributed
to the change in purchasing power of the moneys involved. Interest rates, political
risks, and restrictions on the flow of money are examples of other factors aff"ecting
exchange rates. Published works by M. R. Darby, "Does Purchasing Power Parity
Work?" National Bureau of Economic Research Working Paper No. 607 (December
1980) and J. A. Frenkel, "The Collapse of Purchasing Power Parities during the
1970s," European Economic Reineu- (1981), 145-65, explore deviations from the
purchasing power parity theory.
Translated Financial Statements 155
considered, reported translation gains and losses are not meaning-
ful — they are the uninterpretable result of various economic
events and accountants' calculation rules. Failure to consider the
effects of foreign inflation also precludes the identification of
purchasing power gains/losses from holding a foreign net monetary
position. Finally, failure to consider domestic inflation makes it
impossible to distinguish between real and nominal amounts. In
sum, current translation methodologies produce results of limited
usefulness because they ignore the eff~ects of changes in domestic
and/or foreign price levels.
To produce meaningful results, therefore, a translation method
must consider the effects of both domestic and foreign inflation.
The next section presents a series of examples which illustrate
how information regarding foreign and domestic inflation rates
can be used to prepare meaningful translated foreign currency
financial statements.
SOME BASIC EXAMPLES
The following basic examples highlight some differences between
meaningful numbers that should be reported and what is reported
under translation methodologies which are currently in widespread
use. We use results of applying the current rate (CR) and the
temporal rate (TR) methods^ as benchmarks. The discussion begins
with cases in which the foreign operation holds only monetary
assets and concludes with an example in which nonmonetary assets
are held. Included are cases where only the foreign price level
changes, where only the domestic price level changes, and where
both foreign and domestic price levels change.
Holding Monetary Assets with a Changing Foreign Price Level
Assume that a parent corporation established a foreign subsidiary
by investing 2,000 domestic currency units (DC) when the exchange
rate was 2 DC for 1 foreign currency unit (FC). The subsidiary
held the FC for a year, and at year end, the exchange rate was
1.667 DC for 1 FC. The foreign country incurred 20 percent
inflation, while the domestic price level remained unchanged. At
the end of the year, the subsidiary's 1 ,000 FC were exchanged for
1,667 DC for a loss of 333 DC.
What type of loss did the firm sustain? Because the firm held
^ Information reported in Frederick D. S. Choi and Gerhard G. Mueller, Inter-
national Accounting {Y.x\^\e-wooA CHffs, N.J.: Prentice-Hail, 1984), 157-61, indicates
that the current rate method and temporal method represent the most widely
used translation methodologies.
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monetary assets, FC units, in a period when the purchasing power
of those FC units was decreasing, the firm sustained a purchasing
power loss calculated as follows:
Monetary assets in FC units 1,000 FC
Foreign inflation rate X .20
Purchasing power loss in FC 200 FC
Ending exchange rate (DC/FC) x 1.667
Purchasing power loss in DC 333 DC
Both the CR and TR translation methods would report this 333
DC loss, but the loss would be incorrectly identified as an exchange
loss rather than as a purchasing power loss.
To change the example slightly, assume that the year-end ex-
change rate was 1.50 DC for 1 FC unit. The 1,000 FC units were
exchanged for 1,500 DC units. Here, the firm sustained a loss of
500 DC (2,000 DC - 1,500 DC). A portion of the 500 DC loss
relates to exchange rate exposure, and part relates to the holding
of monetary assets during inflation. The 500 DC total loss should
be reported in two components: a 300 DC purchasing power loss
and a 200 DC exchange rate loss.
The loss in purchasing power is calculated as in the first example.
Monetary assets in FC units 1,000 FC
Foreign inflation rate x .20
Purchasing power loss in FC 200 FC
Ending exchange rate (DC/FC) x 1.50
Purchasing power loss in DC 300 DC
In this instance, however, the actual exchange rate at year end
was 1.50 DC for 1 FC.
In the calculation of the exchange rate loss, an exchange rate
of 1.667 DC to 1 was used. This exchange rate is an "expected"
rate; it is the rate of exchange that would have existed had the
rate changed exactly in proportion to the change in purchasing
power of the moneys involved. This expected exchange rate is
calculated using the purchasing power parity formula given earlier:
2 DC/FC X ^ = 1-667 DC/FC
The exchange rate loss is calculated as the product of the firm's
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net asset position in price-level-adjusted FC units and the difference
in the actual exchange rate at year end as compared to the expected
rate due to inflation.
Net asset position in nominal FC units 1 ,000 FC
Foreign inflation adjustment x 1.2
Price-level-adjusted net assets in FC units 1,200 FC
Real change in exchange rate (dif-
ference between actual and ex-
pected ending exchange rate) x (1.5-1.667)
Exchange rate loss 200 DC
In this instance, the CR and TR translation methods would
report the 500 DC as an exchange loss. No distinction would be
made between that portion of the loss due to exchange risk and
that portion due to the changing foreign price level.
These examples illustrate an approach to reporting exchange
rate gains/losses which considers the eff^ect of foreign inflation.
This approach segregates the currently reported translation gain/
loss into two components: (1) the purchasing power gain/loss
incurred from holding a FC net monetary position during a period
of changing FC prices and (2) an exchange rate gain/loss. This
exchange rate gain/loss reflects the effect of a real change in value
of one currency relative to another.
Holding Monetary Assets with a Changing Domestic Price Level
In the previous examples, there were no real differences between
real and nominal amounts because it was assumed that the domestic
price level remained unchanged. To explore the potential differ-
ences between real and nominal amounts, the facts are changed.
Assume the same initial investment, but reverse the inflation rate
assumptions. Now the domestic country is assumed to experience
a 20 percent inflation rate, while the foreign country price level
remains unchanged. Further, assume that the year-end exchange
rate was 2.40 DC to 1 FC unit (which is a rate change exactly in
proportion to the relative inflation rates). In this example, the
1,000 FC at year end can be exchanged for 2,400 DC. The firm
has incurred what might appear to be a gain of 400 DC (2,400
DC - 2,000 DC), and present translation methods would report
this gain. Actually, this gain is only a nominal gain since DC units
decreased in purchasing power by 20 percent. In real terms, the
firm has not incurred a gain but has only maintained the purchasing
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power of its original investment. In addition, the firm has not
incurred a purchasing power gain or loss since the monetary FC
units held were not subject to inflation in the foreign country.
Changing the example slightly, assume that at year end the
exchange rate was 2.30 DC to 1 FC. The 1,000 FC units at year
end could be exchanged for 2,300 DC. In real terms, the firm has
sustained a loss of 100 DC calculated as follows:
Initial DC investment 2,000 DC
Domestic inflation adjustment X 1.2
Constant dollar investment 2,400 DC
Year end worth of 1 ,000 FCs - 2,300 DC
Loss 100 DC
The loss is an exchange rate loss and can be calculated as the
product of the firm's net asset position in FC units and the
difference in the actual ending exchange rate as compared to the
rate that would have existed had the exchange rate changed exactly
in proportion to the relative inflation rates.
Beginning exchange rate (DC/FC) 2
Inflation eff^ect X 1.2/1
Expected ending exchange rate based
on relative inflation rates (DC/FC) 2.40
Actual ending exchange rate (DC/FC) 2.30
Diff^erence (DC/FC) .10
FC net asset position x 1,000 FC
Exchange rate loss 100 DC
No gain or loss in purchasing power took place since there was
no inflation in the foreign country.
Application of the CR or TR translation methods, however,
would require the firm to report a 300 DC gain. This gain has
two components: (1) a 400 DC nominal gain due to a decrease in
the purchasing power of DC units as compared to FCs and (2) a
100 DC real loss resulting from an exchange rate change which
was not proportional to the changes in the purchasing power of
the two moneys. Thus, present inflation methods result in not
disclosing a real exchange loss of 100 DC and, instead, in reporting
a nominal gain of 300 DC when, in fact, the firm is worse off^ at
year end than at the beginning.
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Holding Monetary Assets When Both Domestic and Foreign Price Levels Change
To illustrate another point, assume that both the domestic and
foreign country incur 20 percent inflation. The exchange rate
would not change unless other factors cause a change. If the
exchange rate remained 2 DC for 1 FC, in real terms the firm
would incur a 400 DC purchasing power loss calculated as 1,000
FC units X 20 percent inflation x 2 DC. Present translation
methods, however, would report no gain or loss since the beginning
and ending exchange rates remained unchanged.
If the ending exchange rate was 1.90 DC to 1 FC, in real terms
the firm incurred a purchasing power loss of 380 DC and an
exchange loss of 120 DC calculated as follows:
Purchasing Power Loss
Monetary assets in FC units 1 ,000 FC
Foreign inflation rate x .20
Purchasing power loss in FC 200 FC
Ending exchange rate (DC/FC) X 1.90
Purchasing power loss in dollars 380 DC
Exchange Loss
Beginning exchange rate (DC/FC) 2.00
Inflation eff'ect x 1.2/1.2
Expected ending exchange rate based on
relative inflation rates (DC/FC)
Actual ending exchange rate (DC/FC)
Diff^erence (DC/FC)
FC net asset position adjusted for
foreign inflation (1,000 x 1.2)
Exchange rate loss
Using the CR and TR translation methods, the firm would report
only a 100 DC exchange loss.
Holding Nonmonetary Assets
Had the parent used the 2,000 DC units to purchase land in the
foreign nation instead of holding FC units of money, how would
the previous examples change? First, no purchasing power gains
or losses would have occurred since land is a nonmonetary item.
Purchasing power gains/losses result only when monetary assets/
liabilities are held. Instead of being exposed to possible purchasing
2.00
1.90
.10
1,200 FC
120 DC
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power gains/losses, the firm would be exposed to possible gains/
losses from changes in the market value of the land. Second, the
exchange rate losses would have been exactly the same as the
previous examples. The type of asset held does not affect the
exchange rate gain or loss. An exchange rate gain or loss results
when the exchange rate does not change in proportion to the
inflation rates of the countries involved, and the foreign operation
has a non-zero net asset position (assets do not equal liabilities).
Application of the TR method when holding nonmonetary assets
would, appropriately, not report any purchasing power gain or
loss. The TR method would fail to report exchange gains or losses,
however, because nonmonetary assets would be translated at his-
torical exchange rates.
A strict application of the CR method to land or other fixed
assets results in neither a purchasing power gain or loss, nor an
exchange rate gain, nor any balance sheet translation adjustment
since present and all previous balance sheet amounts and income
statement related amounts are translated at the current rate. Thus,
all amounts maintain the same relationship to the other statement
amounts as reported in the FC statements. Modification of the CR
method so that prior balance sheet figures are translated at the
exchange rate in existence at those prior balance sheet dates (rather
than the exchange rates at the current balance sheet date) and/
or income statement related numbers are translated at rates other
than the rates as of the end of the latest balance sheet (e.g., average
rates for the year reported) results in either translation gain/loss
amounts on the income statement or translation adjustment figures
on the balance sheet (which sometimes are reported as adjustments
to various named reserves). These amounts would not be the same
exchange gain/loss amount as calculated in the previous examples
because the CR method fails to consider the eff^ects of foreign and
domestic inflation.
Summary of Examples
The previous examples indicate that a firm experiences real pur-
chasing power gains/losses whenever monetary liabilities or assets
denominated in FC units are held, while at the same time, the FC
unit is subject to inflation/deflation. Also, the firm experiences
real exchange gains/losses whenever exchange rate movements
are only partially accounted for by foreign and domestic relative
inflation rates. On the other hand, nominal gain/losses may exist
when there are no real gains/losses and, conversely, nominal gains/
losses may not exist even though real gains/losses are incurred.
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In addition, sometimes nominal gains/losses correspond with real
gains/losses.
Since the gains/losses which present translation methods require
to be reported are nominal gains/losses, since the required methods
do not distinguish between exchange gains/losses and purchasing
power gains/losses, and since the nominal figures have no reliable
relationship to the real amounts, the results of applying current
translation methods appear to be of little value and potentially
misleading.
A COMPREHENSIVE EXAMPLE
In this section, we use a comprehensive example to illustrate more
fully a new approach to translation foreign currency financial
statements. This new approach identifies both purchasing power
gains/losses and exchange gains/losses resulting from foreign
investments. All amounts are stated in real terms. For identification
purposes, the new method shall be referred to as the restate-
translate-rollforward (RTR) method.^
For comparison purposes, results for the comprehensive example
will also be calculated using a variation of the temporal method
(explained in SFAS No. 8^) and a variation of the current rate
method (explained in SFAS No. 52®). Brief summaries of each
method follow.^
The RTR method would (1) comprehensively restate FC state-
ments for any inflation/deflation in the foreign currency, (2)
translate year-end assets and liabilities using the actual exchange
rate at the year end, (3) translate the capital stock by using the
number of DC units invested adjusted only for domestic inflation,
(4) translate the revenue, expenses, gains, and losses for the year
at the actual year-end exchange rate, (5) determine the exchange
rate gain or loss by multiplying the beginning net assets of the
* The RTR method should not be confused with the restate-translate method.
The restate-translate method does not identify exchange gains/losses, nor does
it report results of operations in real terms. For a more comprehensive review of
the restate-translate approach, see Paul Rosenfield, "General Price-Level Account-
ing and Foreign Operations," yowr?!a/ of Accountancy (February 1971), 58-65.
^ Financial Accounting Standards Board, Statement of Financial Accounting Standards
No. 8, "Accounting for the Translation of Foreign Currency Transactions and
Foreign Currency Financial Statements" (Stamford, Conn.: FASB, 1975).
* Financial Accounting Standards Board, Statement of Financial Accounting Standards
No. 52, "Foreign Currency Translation" (Stamford, Conn.: FASB, 1981).
^Jon R. Nance and Roger A. Roemmich, "Foreign Currency Translation: An
Evaluation," International Journal of Accounting (Spring 1983), 29-48, provide an
interesting review of five translation methods including the approach set forth by
SFAS No. 52.
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price-level-adjusted foreign currency balance sheet times the dif-
ference between the actual ending exchange rate and what the
ending rate would have been had it changed exactly in accord
with the inflation rates in the two countries, '° and (6) rollforward
prior period statements which had been translated into DC units
by the procedures described above using only information regard-
ing domestic inflation for the rollforward period.
SFAS No. 8 methodology required that (1) monetary balance
sheet items be translated at the exchange rate as of the balance
sheet date (current rate), (2) nonmonetary balance sheet assets and
liabilities be translated at the relevant historical translation rate
(rate which existed at the transaction date), (3) income statement
items which relate to nonmonetary assets/liabilities (e.g., depre-
ciation) are translated at the historical rate, (4) the
remaining
income statement items are translated at a rate which existed when
the transactions occurred (average calculations are encouraged),
and (5) the amount needed to make the balance sheet balance
is
reported on the income statement as a translation gain or loss.
SFAS No. 52 requires (1) translation of all assets and liabilities
at the rate which existed at the balance sheet date (current rate),
(2) translation of income statement items at rates which
existed at
the transaction dates (averages are encouraged), and (3) the amount
needed to make the balance sheet balance is reported as a separate
component (translation adjustment) of stockholders' equity." This
translation adjustment will be used later in the calculation of a
gain/loss upon sale, substantially complete liquidation, or partial
sale of the investment in the foreign entity. (However, if the firm's
foreign operations are in a highly inflationary economy, e.g.,
one
incurring a three-year cumulative inflation of over 100 percent,
SFAS No. 52 requires application of the SFAS No. 8 method.)
Assumptions for the Comprehensive Example
Assume a U.S. company initially invested $2,000 in a foreign
subsidiary at the beginning of year 1. The subsidiary purchased a
building with a three-year life for 1,000 FC and used straight-line
depreciation with no salvage value. The building was leased to a
client for 450 FC a year, and the lease stipulated that at the
beginning of each new year, the lease payment was to be adjusted
'0 Additional investments or disinvestments would require a similar
treatment.
" SFAS No 52 is not clear as to whether capital stock (and paid-m capital)
accounts
should be translated at current or historical rates. Our example uses
the historical
rate. If current rates are required, both the capital accounts
and the translation
adjustment would change by the same amount.
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for the prior year's foreign country inflation. Due to a 20 percent
annual inflation, actual FC cash flows were as follows:
Year 1 450 FC
Year 2 1.2 x 450 FC = 540 FC
Year 3 1.2 x 540 FC = 648 FC
Lease payments were received uniformly throughout the year. At
the end of year 3, the building was abandoned, the related accounts
eliminated, and the subsidiary was liquidated.
Comparative statements in nominal FC units based on the
foregoing assumptions are presented in Exhibit 1 . These statements
indicate that the subsidiary earned a cumulative three-year profit
of 638 nominal FC.
Also, assume that over the three-year period, the foreign country
incurred inflation of 9.545 percent each six-month period (20
percent per year) while the United States incurred inflation of
4.881 percent each six-month period (10 percent per year). After
adjusting for diff^erences in relative inflation rates, it is assumed
the foreign currency lost 5 percent of its value relative to the U.S.
dollar each year. Relevant general price indices and exchange rates
were as follows:
Expected exchange rate
based on beginning of
Actual year exchange rate and
US price FC price exchange current year relative in-
index index rate flation rates'-'
Beg yr 1 100 100 $2-1 FC
Mid yr 1 104.881 109.545 1.871-1
End yr 1 110 120 1.742-1 1.833 -1
Mid yr 2 115.369 131.453 1.630-1
End yr 2 121 144 1.517-1 1.597 -1
Mid yr 3 126.906 157.744 1.419-1
End yr 3 133.1 172.8 1.321-1 1.390 -1
Exhibit 2 presents comparative price-level-adjusted FC state-
"' The expected exchange rates were calculated as follows:
110/100
Year 1: 2 X
Year 2: 1.742 x
120/100
121/110
144/120
= 1.833
= 1.597
133.1/121
Year 3: 1.517 x =1.390
172.8/144
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Exhibit 1. Comparative Statements in Nominal FC Units
Balance sheets (FC)
Beg yir 1 End yr 1 End yr 2 End yr 3
Cash
Building 1,000
Accumulated
depreciation
Total assets 1 ,000
FC
FC
450 FC
1,000
(333)
1,117
990 FC
1,000
(666)
1,324
1,000
324
1,324 FC
1,638 FC
1,638
Initial equity 1,000
Retained earnings
Total equity 1 ,000
1,000
117
1,117 FC
1,000
638
1,638 FC
Income statements (FC)
Revenues
Depreciation expense
Operating income
450 FC
(333)
117
117 FC
540 FC
(333)
207
207 FC
648 FC
(334)
314
314 FC
ments prior to rollforward to end of year 3 FCs. Information
regarding yearly beginning price-level-adjusted equity, presented
in this exhibit, is used in later sections in the determination of the
yearly exchange gain/loss under the RTR method.
Results
Income statement results of applying the RTR, SFAS No. 8, and
SPAS No. 52 methodologies are presented in Exhibit 3. Translated
balance sheet amounts are presented in Exhibit 4. A comparison
of the results yields several interesting and very significant differ-
ences.
In reporting results of operations, both SFAS No. 8 and SFAS
No. 52 methodologies report the same nominal revenue amounts,
and these amounts show an upward trend. This upward trend is
present because the example assumed rental payments were ad-
justed for inflation. The RTR method reports real amounts and
a slowly declining trend. This slowly declining trend more accu-
rately reflects economic reality because, although the rental pay-
ments were adjusted for inflation, suggesting a stable trend, in real
terms the foreign currency lost value relative to the U.S. dollar,
thus resulting in a declining trend. Had the exchange rate changed
in exact proportion to the relative inflation rates, the RTR method
would have reported constant revenues.
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Exhibit 2. Comparative Price-Level-Adjusted FC Statements
(Prior to rollforward to end of year 3)
Balance sheets (FC)
Year
1
-begin-
ning (be-
ginning
of year 1
FCs)
1-end
(end of
year 1
FCs)
2-end
(end of
year 2
FCs)
3-end
(end of
year 3
FCs)
Cash
Building
Accumulated
depreciation
Total assets
1,000
1,000
FC 450 FC
1,200
(400)
990 FC
1,440
(959)
Initial equity 1,000
Increments from prior
years' operations —
Beginning equity 1,000
Current year income/
loss —
Total equity 1,000
Income statements (FC)
Revenues
Depreciation expense
Operating income
Purchasing power gain
(loss)
Net income (loss)
1,250
1,200
1,200
1,471
1,440^
60^
1,500
1,638 FC
1,638
1,728^
37''
1,765
50 (29) (127)
1,250 FC 1,471 FC 1,638 FC
493 FC 592 FC 710 FC
(400) (480) (577)
93 112 133
(43) (141) (260)
50 FC (29) FC (127) FC
^ 1,000 FC X 144/100
''50 FC X 144/120
' 1,000 FC X 172.8/1,000
''(50 FC X 172.8/120) + (-29 FC x 172.8/144)
The SFAS No. 8 method reports a constant amount of depre-
ciation expense, while SFAS No. 52 reports a rapidly declining
depreciation expense. The RTR method reports a slowly declining
depreciation expense due to the foreign currency's reduction in
value relative to the dollar in real terms.
Because of the foregoing, the SFAS No. 8 and SFAS No. 52
methods report an increasing trend for operating income; under
the RTR method, however, operating income shows a declining
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Exhibit 3. Comparative Income Statements in U.S. Dollars
Presented as of the End of Year 3
Year
1 2 3
RTR method
Revenues $1,039^ $ 988 $ 938^
Depreciation expense (843)*' (801) (762)f
Operating income
Purchasing power loss
Exchange rate loss
196
(91)^
(133)<^
187
(235)
(132)
176
(343)«
(123)^
Net income (loss) $ (28) $ (180) $ (290)
SFAS No. 8 method
Revenues $ 842 $ 880 $ 920
Depreciation expense (666) (666) (668)
Operating income 176 214 252
Purchasing power loss
Translation loss (58) (162) (258)
Net income (loss) $ 118 $ 52 $ (6)
SFAS No. 52 method
Revenues $ 842 $ 880 $ 920
Depreciation expense (623) (543) (474)
Operating income 219 337 446
Purchasing power loss
Translation adjustment Z — (838)
Net income (loss) $ 219 $ 337 $ (392)
M50 FC (see Exhibit 1) x 120/1.09545 x 1.742 $/FC x 133.1/110
'' 333 FC (see Exhibit 1) x 120/100 x 1.742 $/FC x 133.1/1 10
M50 FC (see Exhibit 1) x .09545 x 1.742 $/FC x 133.1/110
'' 1,200 FC (see Exhibit 2) x (1.742 $/FC - 1.833 $/FC) x 133.1/110
"^648 FC (see Exhibit 1) x 172.8/157.744 x 1.321 $/FC
'334 FC (see Exhibit 1) x 172.8/100 x 1.321 $/FC
K [(990 FC (see Exhibit 1) x .2) + (648 FC (see Exhibit 1) x .09545)] x 1.321 $/FC
^ 1,765 FC (see Exhibit 2) x (1.321 $/FC - 1.390 $/FC)
trend. As with revenue, this declining, trend is appropriate because
the foreign currency lost value in real terms relative to the U.S.
dollar.
Both the SFAS No. 8 and RTR methods report translation or
exchange losses. Under SFAS No. 8, these translation losses increase
each year, although real equity exposed to exchange fluctuations
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Exhibit 4. Comparative Balance Sheets in U.S. Dollars
Presented as of the End of Year 3
Begin-
ning End of End of End of
of year 1 year 1 year 2 year 3
RTR method
Cash
Building
Accumulated
depreciation
$
2,662^
$ 948
2,529
(843)
$1,652"
2,402^
(1,600)
$2,164
Total assets $2,662 $2,634 $2,454 $2,164
Initial equity
Retained earnings
2,662 2,662
(28)
2,662"
(208)^
2,662
(498)
Total equity $2,662 $2,634 $2,454 $2,164
SFAS No. 8 method
Cash
Building
Accumulated
depreciation
$
2,000
(0)
$ 784
2,000
(666)
$1,502
2,000
(1,332)
$2,164
Total assets 2,000 2,118 2,170
2,000
170
2,164
Initial equity
Retained earnings
2,000 2,000
118
2,000
164
Total equity $2,000 $2,118 $2,170 $2,164
SFAS No. 52 method
Cash
Building
Accumulated
depreciation
$
2,000
(0)
$ 784
1,742
(580)
$1,502
1,517
(1,010)
$2,164
Total assets 2,000
2,000
1,946
2,000
219
(273)
2,009 2,164
Initial equity
Retained earnings
Translation adjustment
2,000
556
(547)
2,000
164
Total equity $2,000 $1,946 $2,009 $2,164
" 1,000 FC (see Exhibit 1) 100/100 x 2 $/FC x 133.1/100
''990 FC (see Exhibit 1) x 1.517 $/FC x 133.1/121
•^ 1,000 FC (see Exhibit 1) x 144/100 x 1.517 $/FC x 133.1/121
"^$2,000 (initial dollar investment) x 133.1/100
• From Exhibit 3 (28) + (180)
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slowly declines and the foreign currency declines relative to the
dollar at a constant rate. On the other hand, actual exchange rate
losses reported by the RTR method are of approximately the same
magnitude and slowly decline. This slowly declining trend is
appropriate since the foreign currency lost value relative to the
U.S. dollar at a constant rate and at the same time real equity
exposed to exchange fluctuations slowly declined. The SFAS No.
52 method reports no gain or loss related to translation on the
income statement until the third year. A translation adjustment is
reported as part of equity until the subsidiary is liquidated. At
that time, the accumulated adjustments are reported as part of
income. Had the parent continued its investment, the translation
adjustment would have continued to be reported on the balance
sheet even after the sale/abandonment of the building, and the
income statement for year three would have reported net income
of $446.
Neither the SFAS No. 8 nor SFAS No. 52 method reports
purchasing power gains/losses incurred by holding net monetary
items during a period of changing prices. The RTR method reports
such gains/losses. Because the RTR method distinguishes between
purchasing power gains/losses and exchange rate gains/losses,
users of the financial statements should better understand the
distinct types of risks facing a foreign operation. Such information
would also be useful to management in its attempt to measure and
limit such exposure through hedging activities.
Net income for all three years totals $164 under both SFAS No.
8 and SFAS No. 52 (assuming liquidation of the subsidiary), but
the income patterns vary. The SFAS No. 8 method reports a
declining trend each year, while the SFAS No. 52 method reports
an increasing trend until the year of liquidation when the equity
translation adjustments are passed through income. In that year,
a large loss is reported. The RTR method reports a three-year
real loss of $498. The yearly patterns reflect increasing losses —
due principally to holding an ever-larger net monetary asset position
during an inflationary period, thus incurring purchasing power
losses.
Turning to the balance sheet information presented in Exhibit
4, the accumulated depreciation under the SFAS No. 8 method-
ology equals the total of depreciation expense reported in the
income statements, while similar results are not obtained under
either SFAS No. 52 or the RTR method. SFAS No. 52 requires
the assets in the balance sheet (and related accumulated deprecia-
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tion) to be translated at year-end rates, while the expense in the
income statement is translated at average rates for the year The
difference becomes part of the translation adjustment in the
stockholders' equity. While the RTR method uses year-end rates
for both calculations (i.e., accumulated depreciation at year end
and depreciation expense), the accumulated depreciation at the
beginning of the year is translated at beginning-of-the-year rates.
The difference becomes part of the reported exchange rate loss
or gain when the exchange rate changes are not in proportion to
the inflation rates.
The building is reported on the balance sheets at the same figure
each year (excluding depreciation) under SFAS No. 8 methodology,
while SFAS No. 52 and the RTR methods reflect (in this example)
decreasing figures for the building. The SFAS No. 52 method
figures for the building decrease to a much greater extent than
under the RTR method since SFAS No. 52 uses exchange rates
in effect at each balance sheet date, ignoring the fact that a large
proportion of the exchange rate changes was due to inflation. In
the RTR method, the building amounts decrease only because the
value of the foreign currency relative to the U.S. dollar decreased
more than could be attributed to the 20 percent foreign inflation
versus the 10 percent U.S. inflation. Had the exchange rates varied
exactly in proportion to the inflation rates, the RTR method would
reflect the building at the same amount each year. The change in
the building figures is reflected as part of the exchange rate loss.
A VARIATION OF THE RTR METHOD
We suggest translating income statement accounts by using the
actual exchange rate at the end of the period. Average rates would
not be appropriate since the foreign currency statements have
been price level adjusted to end-of-year amounts.
It would be possible, and conceptually supportable, to translate
the income statement accounts using the expected end-of-year rates
that would have existed had the exchange rates varied exactly in
proportion to the changes in the inflation rates of the nations
involved. If such a course were followed, the exchange rate gain
or loss would be calculated by using the end-of-year (rather than
beginning) price-level-adjusted net asset position times the differ-
ence between the actual ending exchange rate and the expected
rate. The exchange rate gain or loss under this approach would
include the gain or loss incurred during the year, related to the
average net assets earned or lost during the year; however, the
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revenues, expenses, gains, and losses reflected on the income
statement would be hypothetical amounts (e.g., what the revenue
for the year, in DC units, would have been had the exchange rates
varied exactly in proportion to the related inflation rates). We
chose to use actual rates so that the revenues, expenses, and so
forth are reflected at the amounts actually earned during the
period even though such an approach reports only the exchange
rate loss related to the beginning net assets (or additional invest-
ments made during the year).
CONCLUSION
Translation methods in widespread use yield, in many instances,
results which do not reliabily reflect significant economic events
which aff^ect foreign subsidiaries. Purchasing power gains and losses
are not reported; amounts are labeled translation gains or losses
or translation adjustments which resemble real exchange rate gains
or losses only by accident; real gains or losses can be ignored, yet
nominal gains or losses are reported; and year-to-year data on the
balance sheet and income statement cannot be reliably compared
in making decisions concerning the firms involved. These defi-
ciencies arise primarily because current translation methods ignore
the eff^ect of domestic and foreign inflation on currency exchange
rates.
In this paper, we have presented a new approach to the translation
problem which has much appeal. Real gains and losses are separated
from nominal gains and losses, and exchange rate gains and losses
are defined, thus becoming directly calculable instead of being
some number needed to make a balance sheet balance. Perhaps,
with greater understanding of the issues, progress can be made
toward a more generally accepted solution to the foreign currency
statement translation problem.
The Real Objective of the International
Accounting Standards Committee
MICHAEL J. AITKEN and TREVOR D. WISE*
Many accounting bodies in the world are investing major amounts
of resources in a time-consuming and difficult process, the for-
mulation of accounting standards. One of the most productive of
these bodies, in terms of the numbers of standards issued, is the
International Accounting Standards Committee (lASC).
Between its inception and July 1985, the lASC issued twenty-
four accounting standards and currently has two more in exposure
draft form. A list of additional issues has been identified. Whether
this high productivity can be attributed to a self-imposed sense of
urgency, an enthusiasm for the task among the participating
accountants, or a process which culls the best ideas from other
bodies which have already "traversed the country," is not clear.
But there is one thing of which there is no doubt. That body and
many others are expending considerable effort in the pursuit of a
goal: the harmonization of financial accounting standards in an
international context.
While we note with admiration the efforts made toward this
goal, we feel obliged to question what the benefits are that might
be claimed to accrue from the issue of international standards by
the lASCv. We believe that identification of the benefits will dem-
onstrate two things: first, that another, more specific and central
objective can be identified, and, second, that the modus operandi
of the lASC] is not yet conducive to the successful attainment of
that cential objective.
* Michael J. Aitken is a Lecturer at the University of New South Wales.
Trevor D. Wise is a Lecturer at La Trobe University, Melbourne.
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THE lASC IN PROFILE
The lASC was founded on June 29, 1973, through the combined
efforts of the national accounting bodies of nine countries: Aus-
tralia, Canada, France, Germany, Ireland, Japan, the Netherlands,
the United Kingdom, and the United States. Its origin can be
traced to 1966, however, when the Accountants International
Study Group was established by the national accounting bodies of
the United States, the United Kingdom, and Canada. The objective
of this bodv was to harmonize accounting in those three countries.
It succeeded to the extent of issuing several accounting studies.
These studies represent the first attempt at harmonizing accounting
practice on an international basis.
Today, the membership of the lASC consists of approximately
ninety professional associations from nearly seventy countries. Until
1977, the nine original bodies were termed "founding members,"
while the others were designated "associate members." After 1977,
associate members were given full membership status, and the
activities of the committee were assumed by a board (lASB)
consisting of the nine founding members plus two elected repre-
sentatives from among the other members. This structure has
remained unchanged to date with one exception. In October 1981,
the lASC Consultative Group, consisting of a number of nonac-
counting organizations representing principal preparers and users
of financial statements, was formed to extend the consultative
procedures of the lASC.
Many of the efforts of the lASC are made voluntarily by
members, although a small, full-time secretariat exists to administer
its affairs. Accordingly, the annual budget of the lASC, financed
largely bv its members, is approximately S300,000, compared, for
example, with the Financial Accounting Standard Board's budget
of approximately S6 million.
The modus operandi of the lASC begins with the selection of
issues for detailed study bv steering committees. Each committee,
consisting of three members from three different countries, pre-
pares an exposure draft on its allocated subject and submits it to
the board. Once the board has given its approval, with a two-
thirds majority, the draft is sent to accounting bodies, governments,
stock exchanges, and other interested parties for comment. These
bodies are usually allowed a minimum of four months to analyze
and comment on the draft. Once these comments have been
received bv the lASC, the steering committee examines them and
makes adjustments to the draft. A final document is then prepared
The Real Objective of the lASC 173
and, following approval by at least three-fourths of the board, is
issued as an international accounting standard. The standard is
issued in the English language, with translations to other languages
being made by members themselves.
OBJECTIVES AND BENEFITS
Considering that since 1973 the lASC has released twenty-four
standards and has another two presently in exposure draft form,
one is not surprised that it has been called "successful" by various
authors, including Cummings, Edgar, Kawaguchi, and Benson.'
Success, like beauty, is, however, often in "the eve of the beholder,"
and since the beholders just mentioned are all closely aligned with
the lASC, their praise must be analyzed with care.^
Whether or not an effort is successful depends upon one's
expectations of the benefits to be gained. Because the lASC has
not explicitly described the benefits resulting from its operations,
that is, it has not stated why it wants to harmonize world accounting
standards, we find claims of success premature. Indeed, unless one
has a clear understanding of the objective, the risk exists of
discovering, after much effort has been expended, that the whole
project was a waste of time. It therefore seems reasonable to expect
the lASC to have produced a formal statement describing the
benefits of international accounting in the first years of its oper-
ation. Fortunately, in the continuing absence of such a statement,
we are able to refer to the work of Islam, ^ who has compiled a
list of claimed benefits and the respective claimants (Exhibit 1).
Inspection of this list not only provides an idea of the success
or failure of the lASC, but it also suggests a necessary restatement
of the lASC objective. Instead of simply stating that "the objective
of the lASC is the harmonization of accounting standards on a
worldwide basis," we believe it more accurate to state the objective
as "the harmonization of accounting on a worldwide basis to
improve the financial reporting and decision-making capability of
multinational businesses, and investors in multinational businesses."
'J. P. Cummings, "The Emergence of International Accounting Standards in the
Face of Diverging National Accounting Standards," AccountantsJournal (November
1976), 341-44: G.C. Edgar, "First Commentary," Accountants Journal (November
1976), 345-48: J. Kawaguchi, "Second Commentary," Accountants Journal (Novem-
ber 1976), 348-50; and Sir Henry Benson, "Sir Henry Benson Moves on from
Coopers," Accountancy (May 1975), 49-50.
-' Cummings and Benson are past presidents of the lASC, while Edgar and
Kawaguchi have both served on steering committees.
^ M. A. Islam. "Impediments to the Development of Effective International
Accounting Standards" (Ph.D. dissertation. University of Svdnev, I98I).
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Exhibit 1. Benefits Claimed to Result from the Work of the lASC
Benefits Claimants
Benefit 1 — Financial statements prepared in
different countries will be comparable, thereby
promoting better investment and lending de-
cisions.
Benefit 2 — Consolidation of foreign subsidi-
aries will be facilitated.
Benefit 3 — The need to prepare multiple sets
of financial statements for companies seeking
registration in foreign stock exchanges will be
removed.
Benefit 4 — Management decisions in multi-
nationals will be improved.
Benefit 5 — Confusion with phrases such as
"generally accepted accounting principles" and
"auditing standards," which may be foreign to
some statement users, will be eliminated.
Benefit 6 — Developing countries will benefit
from more sophisticated standards and ex-
tended disclosure requirements.
Kraayenhof (1960)
Mueller (1961)
Stamp (1971)
Huworth (1973)
Trueblood (1972)
Hepworth (1974)
Cummings (1975)
Kraayenhof (1960)
Mueller (1961)
Spacek (1971)
Shashikata (1972)
Mueller (1961)
Stamp (1971)
Huworth (1973)
Weston (1965)
Iwamura (1972)
Baaccouche (1969)
Mahon (1973)
Benson (1975)
Since the first four of the six identified benefits support this
restated objective, we feel success or failure judgments may be
made only after observing the degree of compliance with the lASC
standards by multinationals. A number of studies (Chang and Most,
LafFerty and Cairns, and Mueller"*) have indicated the degree of
compliance to be low. We unavoidably conclude that the efforts of
the lASC to date have been largely ineffectual in achieving its
central objective.
To us, the prime cause of the lASC's failure has been its structure.
The board and committee structure of the lASC has not involved,
in any direct sense, the people and organizations who will be most
affected by lASC decisions, namely the multinational enterprises
and investors in multinationals. Until October 1981, when this
** L. S. Chang and K. S. Most, "International Accounting Standards: The Case
for European Oil Companies," International Journal of Accounting (Fall 1976).
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situation was partially redressed by the advent of a consultative
group, the only avenue for involvement by these parties was
through the public submissions procedure following the exposure
draft release to members. This led to much criticism of the lASC
by non-accounting groups and institutions.^ They claimed that the
lASC was too narrowly based in that it represented only the
accounting profession, while other parties with an interest in the
harmonization of international accounting standards were almost
totally excluded from involvement.
With the advent of the consultative group, the opportunity for
greater participation by these parties in the standard-setting process
has been provided. The group was created to provide the lASC
with a non-accounting sounding board on issues of principle arising
from the development of international accounting standards and
the selection of new topics. The non-accounting organizations
approached by the board for inclusion in the group have included
international bodies representing business, trade unions, stock
markets, and financial analysts. The group is expected to meet
with the lASC once or twice a year. Significantly, however, no
provision has been made for the group to contribute directly in the
standard formulation and revision stages.
While we commend the board for its move in this direction, we
feel the move has probably been too little and too late. As early
as 1976, Mr. Cummings, chairman of the lASC, noted in lASC
Xeu'S (October):
International trade and investment are at an all time high and increasing
rapidly. In this climate, the challenge is clear for business firms operating
in the international arena to formulate a set of rules for accounting and
reporting, financial and social, in order that available capital can be best
allocated.
In the intervening years, considerable harm has been dealt the
lASC's cause by its continuing refusal to involve directly multi-
nationals and other non-accounting organizations. The result has
been low levels of compliance and credibility among these groups
for the lASC's standards.
As the lASC itself noted in 1975, "The accounting profession
cannot normally impose its view except upon its own members
and the task therefore is to persuade by example, leadership, and
exhortation the classes of persons ... to support the standards."
Obviously, the one or two yearly meetings of the consultative
' The lASC admitted receipt of this criticism in its lASC S'eu>s (February 1981).
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group are grossly inadequate, bearing in mind the high work load
and output of the lASC. We believe it would be useful to have
the consultative group meet during the standard formulation stage
with the steering committees. Participation at this stage would be
a practical and efficient proposition. Recommendations and changes
suggested by the group may be readily incorporated. Presently,
the consultative group could be described as a sop to the criticism
expressed by the non-accounting groups. The membership of the
board and its voting procedures remain unchanged so that the
accountants on the board, if they wish, can overrule suggestions
and opinions emanating from the consultative group. Evidence of
a greater commitment to wider representation might have come
through the actual inclusion of representatives of the consulting
group on the board, accompanied by transfer of the voting rights.*'
Further, the lASC has not changed its categorical statement that
it is the responsibility of its members, who are professional ac-
counting bodies, to convince business to comply with the inter-
national standards. We would have expected the lASC to begin
sharing the responsibility with non-accounting groups.
CONCLUSION
After examining the list of benefits claimed to be actually and
potentially associated with the issuance of international standards,
we believe that the central objective of the lASC is, in effect, "the
harmonization of accounting on a worldwide basis in order to
improve the financial reporting and decision-making capability of
multinational businesses, and investors in multinational businesses."
We also believe that the clear evidence of low compliance with the
standards by multinationals indicated that the lASC has been
largely unsuccessful in achieving its central objective. We attribute
the blame for this to the monopoly accountants have in the
standard-setting process. We view the October 1981 attempt to
broaden the lASC's structure, by including a non-accountant-based
consultative group into the process, as being a minimal change
which is likely to have no real influence on the acceptance of
international standards by multinational corporations.
* Discussion to allow up to four seats on the board to be reserved for non-
professional organizations of preparers and users is currently continuing between
the lASB and IFAC.
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Evaluations of Accounting and Finance
Journals: The Australian View
KEITH A. HOUGHTON and RICHARD BELL*
The perceived quality of accounting and finance journals has been
the subject of a number of inquiries over several years.' At this
time, the survey studies of journal quality have been based on the
evaluations of U.S. academics and have largely been evaluations
of U.S. journals.^ Little is known of the views ofnon-U. S. academics
or of non-U. S. journals. Further, many of these studies have not
measured potentially important factors that might influence the
journal evaluation process. For example, an educator whose interest
is finance might rate finance-oriented journals more highly than
accounting-oriented journals.' As another example, an educator
who is a member of a professional accounting body might rate
professional journals more highly than scholarly (refereed) journals
because of this professional allegiance.
In addition to these limitations, previous survey studies have,
* Keith A. Houghton is Head of Research, School of Accounting, Western
Australian Institute of Technology.
Richard Bell is Lecturer, Department of Psychology, the University of Melbourne,
Australia.
' R. R Weber and W. C. Stevenson, "Evaluations of Accounting Journal and
Department Quality," Accounting Rn'iew (July 1981), 596-612; and L. D. Brown
and J. C. Gardner, "Using Citation Analysis to Assess Contributions and Journals
to Accounting Research," American Accounting Association Annual Conference
(Toronto, August 1984).
^ In relation to survey studies, the only non-U. S. journal which has been regularly
included is Abacus. An alternative type of "journal quality" research is based on
citation analysis (see, for example, Brown and Gardner, "Using Citation Analysis").
This type of analysis deals with use of the material contained in journals rather
than subjective perceptions.
' Note that Weber and Stevenson, "P.valuations of Accounting Journal," did refer
to different fields of interest. Their inquiry was based on research areas.
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typically, lacked two further characteristics: (1) they have tended
to examine accounting as a discipline quite distinct from finance,
and (2) they have not included tests comparing the characteristics
of the respondents with those of non-respondents.
STRUCTURE OF THE STUDY
A general model which might underlie academic ratings ofjournal
quality is the following:
Rating of quality = function (journal, journal/rater interface,
and rater)
The primary interest is in the impact of the journals themselves
on the rating of quality; however, the model implies that this
relationship will be moderated by factors pertaining to the inter-
action between journals and raters, and factors pertaining to the
raters themselves. In terms of the facets considered in this study.
Exhibit 1 presents the appropriate model.
From this, several hypotheses are proposed:
For journals:
Hoi: There are no differences between the quality ratings for
different journals.
For the journal/rater interaction:
Ho2: Accounting and finance educators' quality evaluation of
journals is unrelated to those educators' familiarity with
those journals.
Ho3: Accounting and finance educators' quality evaluation of
journals is unrelated to the frequency with which the
educators read those journals.
Ho4: Accounting and finance educators' quality evaluation of
Exhibit 1. Facet Definitions of Journal Rating Model
Rating of quality is a function of Journal Abacus
Management Accountant
A function of journal/rater interaction Familiarity
Frequency read
Publish own work
A function of the raters Area of interest
Rank
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journals is unrelated to the publication of the educator's
own work in a journal.
And for raters:
Ho5: Ratings of journal quality are not related to educators'
area of interest.
Ho6: Ratings of journal quality are not related to academic
rank.
THE SAMPLE
Periodically, the Directory of Accounting Academics, Australia and New
Zealand is produced. The Directory listed 228 educators employed
at Australian universities whose field of teaching was within one
branch or another of accounting (including finance). Listing in the
Directory is not related to an association membership and is without
cost. It is as comprehensive a list of accounting educators in
tertiary-level education in Australia as has yet been achieved within
the public domain. The target population included all listed indi-
viduals.
THE QUESTIONNAIRE
The questionnaire developed did not include a list of journals. It
provided a table with twelve rows (labeled A to L) and columns
for respondents to write in a journal name and rate the journal
in terms of "quality," "content familiarity," "frequency read," and
"published your articles." While only twelve lines were provided,
respondents were given the facility to continue on the page. Almost
22 percent of respondents provided more than the twelve listings.
The advantage to this open-ended format was that respondents
replied in terms of journals with which they were familiar, rather
than simply responding to a researcher's list. The disadvantage to
the format is that the data matrix (journals by raters) is incomplete,
with raters evaluating only some of the population of journals.
The questionnaires were mailed within one month of the pub-
lication of the Directory. Each respondent was sent a coded ques-
tionnaire, plus the instruction sheet (see Appendix), a personally
addressed cover letter encouraging participation, and a postage-
paid reply envelope.
THE RESPONSE
Of the 228 questionnaires sent, 118 responses were received (53.2
percent). A number of these were discarded due to noncompletion
of the tasks required. A follow-up mailing was not undertaken.
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Such procedures are costly and typically achieve few additional
responses. The strategy adopted was to test the known character-
istics of the respondent group with those of the nonrespondents.
Four variables, central to the hypotheses previously stated, were
selected from the information in the Directory. A comparison
between the nonrespondent and the respondent group was made
and no statistically significant differences were found for any of
the characteristics measured: teaching area (x^ = 4.12, df = 7),
rank (x^ = 5.03, df = 6), academic and professional qualifications
(x^ = 0.18, df = 1).
ANALYSIS OF RESPONSES
In total, the 104 individuals who provided usable responses (a
usable response rate ofjust under 47 percent), made 1 ,010 citations
(an average of 9.7 citations per educator) involving some eighty-
six journals. Only twenty-two of these journals, however, were
cited by more than 1 percent of the respondent group. To ensure
adequacy of cell size, the analysis that follows excludes the other
sixty-four journals.'* Even with this restriction to the more popular
journals, the open-ended format of the instrument still allowed
respondents not to rate some journals. This introduced problems
for analysis in that cell sizes were not equal, and marginal distri-
butions were not proportionally similar.
While the ideal test for the full model would have been an
analysis of covariance with journals being tested as a repeated
measures factor, and adjustments made for covariates such as
familiarity and frequency of reading, this was not feasible, given
the size of the problem and the non-orthogonality of the design.
Accordingly, the analyses to follow should be regarded with caution.
Since the primary hypothesis concerns the effects on rated quality
of the journals themselves, which may be affected by the rater/
journal interaction and the rater aspects, it is appropriate to
consider these latter facets briefly first.
Initially, each of the independent variables relating to hypotheses
2 through 6 were considered independently by analysis of variance
and, where appropriate, regression. Exhibit 2 shows the summary
of the results.
Factors pertaining to the raters (area of interest, academic rank)
do not generally affect the rating of quality. Although the rater/
"• The exclusion of these sixty-four journals introduces a bias against smaller special
interest groups. The mean appraisal of such specialist journals may, however, be
subject to distortion because of extreme scores of a few respondents.
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Exhibit 2. Summary Results for Effects of Rater Aspects and Rater/Journal
Interface on Rating of Journal Quality When Examined Independently
Hypoth
esis
Independent
Variable F-ratio P Effect*
Correla-
tion! R'
2 Familiarity with journal
content 4.0 .003 .02 .11 .01
3
4
Frequency of reading
Published therein
4.3
21.3
.002
.000
.02
.02
.12 .01
5 Area of interest 0.2 .92 .02 .01 .00
6 Academic rank 0.7 .67 .00 .02 .00
* Effect = eta-squared
f Computed for three or more valued variables.
journal interaction factors (familiarity, frequency of reading, and
whether published in) are significantly related to quality rating,
the magnitude of these effects is very small. Accordingly, when
considering the effects of the journals themselves on the rating of
quality (hypothesis 1), the factors pertaining to raters and rater/
journal interaction (associated with hypotheses 2 through 6) are
ignored.
Exhibit 3 plots the mean quality evaluation of journals by the
frequency of citation. It reveals that no relationship between the
two exists. The Accounting Review can be seen to be both widely
read and highly regarded, whereas the Australian Accountant is
widely read and not perceived to be of such quality. Two groups
of less widely read journals are apparent, one more lowly rated
for quality (e.g.. Accountant's Journal, Accountant's Magazine) the
other more highly rated (e.g.. Journal of Finance, Accounting Orga-
nizations & Society, Journal ofFiyiancial Economics, Journal ofAccounting
and Economics).
An analysis of the variance of quality ratings for journals was
made (see Exhibit 4). Since this was not strictly appropriate since
it ignored the within rater effect, care should be taken in drawing
definitive conclusions from the results derived.
The journals themselves appeared to account for approximately
one-half of the variation in the ratings; this was significant. Subject
to the difficulties noted earlier, the first null hypothesis was rejected
(i.e., there were differences between journals in rated quality).
The question remained, however, as to the significance of these
differences. Accordingly, a multiple range test using the Scheffe
procedure was made. The Scheffe procedure^ is one of a number
^ H. Scheffe, "A Method forjudging All Contrasts in the Analysis of Variance,"
Bwmetrika, vol. 40 (1953), 87-104.
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Exhibit 3. Journal: Frequency of Citation iVIean Evaluation
POPULARITY
90 -
80 -
70 -
60 -
50 -
40 -
30 -
• Accounting Review
Accounting
Australian j Finance
'Accountant
Abacus
Chartered
J. of Accounting
Research
©Accountant ^Accounting &
in Australia Bus Research
J of Accountancy
J. Bus. Fin & Accounting
Accountancy acc Org. & Society
^« Aust. J. of
I ,j 0, Finance
Management •
Accounting \ _ ."^ °' financial Economics
^° i Forum v • •>J. of Fin. Quant Anal
"
• ii,„,^^^„oi X xJ Accounting & Economics
a _ • Management x n »
\
Mag CA Magazine
Accountant's ^ /
\
Accounting Int. J. of
Journal Accfs. \ .. . Acct. Ed & Res
RATED QUALITY
Exhibit 4. Analysis of Variance of Rated Quality between Journals
Source
Sums of
squares DF Mean square F P
Between journals
Within journals
566.12
501.35
21 26.96 43.6 0.0
811 0.62
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of general contrast procedures which determine a general standard
error for post hoc comparisons of means and then determine
clusters of groups whose difference in means is less than this critical
error. The Scheffe test is conservative and not affected by unequal
sample sizes of the groups. Exhibit 5 presents the results which
are located on a scale according to their rated mean quality.
While groups existed, only two are non-overlapping: one formed
by the Journal of Finance through to the Journal of Business Finance
and Accounting; the other formed by Management Accounting through
to the Australian Accountant. These two groups differ principally
in their orientation. The upper group includes almost all the
refereed journals, while the lower group contains the professionally
oriented publications.
SUMMARY AND CONCLUSION
Using biographical and work experience data from the Directory of
Accounting Academics in Australia and Neiv Zealand,'' the population
of Australian university accounting and finance educators was
surveyed. Several variables were found to relate significantly to
the quality evaluation; "frequency read," "content familiarity," and
"has the journal published your work" are all highly significant.
Most of the variance of raters' evaluations, however, appear to be
explained by the journals themselves. Quality ratings given to
refereed journals seemed to be significantly higher than those of
professional journals.
There is almost always reason to be cautious with the results of
a study of this kind. While the project was conducted with care,
the validity of the results rests very largely on the accuracy of the
responses of the educators who participated. Given that there are
few, if any, effective benefits or costs to completing questionnaires,
it would be overly optimistic to believe that some respondents did
not intentionally or unintentionally misrepresent their opinion. In
addition, and perhaps more significantly, the design of the instru-
ment resulted in differing cell size in the data matrix and consequent
problems with analysis.
^ A. Davison, ed., Directory of Accounting Academics, Australia and New Zealand
(University of Western Australia, School of Commerce, 1982).
1 86 THE INTERNATIONAL JOURNAL OF ACCOUNTING
Exhibit 5. Scheffe Multiple Ranges and Scaled Representation
of Journal Quality
4.6
4.4
4.2
— Journal of Finance
— Journal of Accounting Research
— Journal of Financial Economics
Accounting Review
4.0
3.8
y
3.6
— Journal of Accounting and Economics
— Abacus; Accounting Organizations and Society
— Accounting and Business Research
— Int. Journal of Accounting Education and Research
Australian Journal of I^anagement
3.4
3.2
3.0
2.8
2.6
2.4
2.2
2.0
1.8
Journal of Financial and Quantitative Analysis
Journal of Business Finance and Accounting
— Journal of Accountancy
Accounting and Finance
Management Accounting (US)
CA Magazine
Accounting Forum
Accountant's Magazine (Scot.)
Accountancy
Chartered Accountant in Australia
Accountant's Journal
— Australian Accountant
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APPENDIX
Of the journals you read, please list (in column 1 of the attached form)
those which you consider to be within the general area of accounting
and finance and (in column 2) rate them in terms of the quality of their
content on a scale 1 (low quality) to 5 (high quality).
Consider the following two fictitious journals as example. If you
consider that the Accounting Fraternity's Journal was of medium quality
and the Journal of Political Accounting was of excellent quality, this would
be shown as: ^ , r.Column 2
QUALITY
1 to 5
low high
I. Accounting Fraternity's Journal 3
II. Journal of Political Accounting 5
Similarly, for the journals you have listed, please indicate (in column 3)
the extent to which you are familiar with the contents of each journal
on a scale of 1 (low familiarity) to 5 (high familiarity). For example, if
you occasionally skim through the contents page of the Accounting
Fraternity's Journal but read all of the articles in the Journal of Political
Accounting, this would be shown as: ^ , „* Column 3
CONTENT
FAMILIARITY
1 to 5
low high
I. Accounting Fraternity's Journal 1
II. Journal of Political Accounting 5
Closely associated with the concept of familiarity is that of frequency
read. Please indicate (in column 4) the frequency with which you read the
journals in your list, relative to the number of issues available to be read.
Again, use the scale 1 (low frequency) to 5 (high frequency). For example,
if you read only a few of the issues of the Accounting Fraternity's Journal
but read every issue of the Journal of Political Accounting, this would be
shown as:
Column 4
FREQUENCY
READ
1 to 5
low high
I. Accounting Fraternity's Journal 1
II. Journal of Political Accounting 5
Finally, could you please indicate whether you have published a paper(s)
(notes or articles) in any of these journals by ticking (yj) against the
relevant journal (in column 5).
If for any reason you are unable to complete the form, would you
please return it.
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INSTRUCTIONS TO AUTHORS
All manuscripts submitted for consideration should be typed on 8V2 x 11' paper
and should be double-spaced throughout, including synopsis, footnotes, and
bibliography. At least two copies should be submitted for review. Margins should
be appropriately wide to facilitate editing. The title of the paper, the author's
name, rank, and affiliation, and any acknowledgments should appear on the first
page of the body of the manuscript. All pages, as well as bibliography, exhibits,
and appendices, should be serially numbered. The beginning of each paragraph
should be indented. Footnotes may be placed either at the bottom of the
appropriate page, or on a separate page. Each manuscript should be accompanied
by a brief synopsis of the article explaining its international significance.
HEADINGS
All major headings within the manuscript should be in capital letters. They should
not be numbered. Subheadings should be in capital and lower case letters on a
separate line beginning at the left margin. If third-level headings are used, they
should begin at the left margin and should end with a period. The text will follow
on the same line immediately.
EXHIBITS
Each exhibit should be titled and numbered. A textual reference should be made
to each exhibit. It would be helpful if the author would indicate by marginal
notation where each exhibit should be placed. These instructions will be followed
as printing practices allow.
FOOTNOTES
Footnotes should be numbered consecutively throughout the manuscript with
superscript arable numerals. Citations should not be made in brackets in the text.
Mathematical symbols should not have footnote numbers attached. Entries for
books should include author's name, title of the work underlined, and, in
parentheses, place of publication, name of publisher, and date of publication. For
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underlined, date of issue in parentheses, and page numbers should be included.
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Interim Earnings Announcements in the United
States by Non-U. S. Multinational Corporations
— Responses by the U.S. Securities Market
GARY MEEK*
Corporations are increasingly securing capital beyond the bound-
aries of their respective countries of domicile. Due primarily to
the intensified competition among firms for investment funds,
companies no longer look strictly to home markets for their
financing requirements — they list their equity securities on "for-
eign" stock markets, tap the bond markets of other countries, and
arrange for loans from banks outside their own national boundaries.
At the same time, investors are increasingly diversifying their
portfolios internationally. More and more, investors are purchasing
securities issued by corporations domiciled in other than the home
country to achieve diversification benefits over and above those
afforded by investments in domestic firms only.
In this age of global financing strategies by corporations and
transnational portfolio investments by investors, the problem of
transnational financial reporting has emerged. On the one hand,
corporations are faced with a responsibility for reporting financial
data to various national audiences of interest; on the other, investors
and financial analysts are finding that such data are not always
what they are accustomed to seeing from their domestic companies.
Transnational financial reporting issues arise any time a company
domiciled in one country has financial reporting responsibilities to
investors in another country.
* Gary Meek is Associate Professor of Accounting, Oklahoma State University.
Funding for this research project was provided by the Dean's Excellence Fund,
Oklahoma State University.
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That a problem exists at all is due to the numerous differences
in the wav that companies in different countries report their
operating results. Such diversity in accounting principles and
reporting practices is well documented.' Accounting must be
responsive to the environment in which it operates if it is to be
sociallv relevant as a communicative device. In general, the di\ersitv
in accounting principles and practices is a direct result of differing
economic, social, and political en\ironments found in the countries
around the world.
As long as the corporation, as the supplier of financial infor-
mation, and the investor, as the user of financial information, are
from the same countrv. financial reporting problems remain much
less complicated than when the corporation and investor come
from different countries. As Mueller and Walker state,
The problem unique to transnational financial reporting, as opposed to
financial reporting within a countrv, is that those interested in the financial
reports "read" these reports with eves and minds accustomed to reading
reports which are apparently similar but which are in fact different in
their foundations owing to different customs, different cultural heritages,
different '"accounting principles" and different legal requirements. It is
not just that the reports crossing national lines need to be stated in
different languages and different currencies to be meaningful but, rather,
that thev must be "translated" in such a wav that the underlying events
and their consequences will be communicated to audiences whose ex-
periences and education in financial reporting differ from those of the
reporters. In other words, the problem is to convey to a "foreign" reader
the same message as would be received bv a native reader.^
How best to report to users in other countries is an issue of
continuing controversy.
A review of the literature dealing with transnational financial
reporting indicates that nearly all of it deals with the subject from
the perspective of the corporation (the supplier of financial infor-
mation). The annual report to shareholders has received most of
the attention. For example, Bedford and Gautier^ document dif-
' See, for example, C. W. Nobes and R H. Parker, Comparatiie International
Accounting (Homewood, 111.: Irn-in, 1981j; R. D. Fitzgerald, .\. D. Stickler, and T.
R. Watts, InUrnatwnal Suney ofAccounting Pnnaples and Reporting Practices (London:
Price Waterhouse International, 1979j; American Institute of Certified Public
Accountants. Professional Accounting in 30 Ccnintrus (New York; AICP.\, 1975); and
Steven Zeff, Forging Accounting Pnnaples xn Fixe Countnts: A History and an Analysis
of Trends (Champaign, 111.: Stipes Publishing, 1971).
- Gerhard G. Mueller and Lauren M. Walker, "The Coming of Age of the
Transnational Financial Reporung." foumal of Acccmntuncy (July 1976), 73.
* Norton M. Bedford and Jacques P. Gautier, "An International Analvtical Com-
parison of the Structure and Content of .\nnual Reports in the European Economic
Community, Sv-ntzerland. and the United States," InternationalJc/umal ofAccounting
(Spring 19/4^ 1-44.
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ferences in the content and structure of annual reports of companies
from the European Economic Community, Switzerland, and the
United States. Barrett* analyzes annual report disclosure of com-
panies from seven industrialized countries and finds variations in
the level of disclosure across countries, as well as a general
improvement in the extent and quality of disclosure over the time
period studied. Mueller, Gernon, and Meek^ classify six approaches
used by the world's multinationals through the annual report
medium in reporting their operating results to audiences in other
than the home country. These are (1) do nothing, (2) prepare
"convenience translations," (3) prepare "convenience statements,"
(4) restate on a limited basis, (5) prepare "secondarv" financial
statements, and (6) prepare financial statements according to
"world" accounting principles. Focusing on financial reporting
media other than the annual report, Meek*^ documents how certain
non-U. S. multinationals publicly announce annual earnings to the
financial press in various countries and examines how well these
companies comply with reporting requirements in their annual
filings with the U.S. Securities and Exchange Commission.
Although corporate responses to transnational financial reporting
problems have received attention, little research has focused on
the user As a result, we know very little of how investors (users)
respond to financial reporting by "foreign" corporations. A pre-
vious project by this author" investigates the impacts of both public
annual earnings announcements and the required annual filing
(Form 20-K)^ with the U.S. Securities and Exchange Commission
(SEC) by non-U. S. multinational corporations on their U.S. share
prices. The results of the project indicate that the public an-
nouncements of annual earnings contain information useful to
stock market investors and that this information is impounded in
the companies' U.S. share prices. Interestingly, most of the earnings
^ M. Edgar Barrett, "Financial Reporting Practices; Disclosure and Comprehen-
si%eness in an International Setting," Journal of Accounting Research (Spring 1976),
10-26.
' Gerhard G. Mueller, Helen Gernon, and Gary Meek, Accounting: An International
Perspective (Homewood, 111.: Irwin, 1986), 27-36.
^ Gary Meek, "The Multiple Earnings .Announcements of Non-U. S. Multinational
Enterprises — Implications of Observed Patterns," International Journal of Account-
ing (Fall 1983), 115-30.
' Gary Meek, "U.S. Securities Market Responses to .\lternate Earnings Disclosures
of Non-U. S. Multinational Corporations," .\ccounting Reneu- (April 1983), 394-402.
* During the time period studied, Form 20-K was the annual ref>ort for foreign
private issuers. It is the counterpart to Form 10-K for U.S. and certain other
North American companies. The SEC recently replaced the 20-K with Form 20-
F
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amounts are calculated using the generally accepted accounting
principles (GAAP) of the companies' home countries, not the
GAAP of the United States; finding that the U.S. security market
impounds the information contained in earnings amounts which
may not be based on U.S. GAAP is an interesting, new finding.
Even more significant, however, is the study's evidence that the
market behaves similarly to income numbers produced by U.S.
firms using U.S. GAAP and by non-U. S. firms using (in most
cases) non-U. S. GAAP. The study could detect no response to the
Form 20-K filing with the SEC, however.
RESEARCH MOTIVATION
The present research study expands this author's earlier work in
two ways. First, it focuses on interim earnings announcements. If
anyxual earnings announcements by non-U. S. companies contain
information impounded by the U.S. securities market, the next
logical step is to examine whether interim earnings announcements
do as well. Given that annual earnings announcements affect
non-U. S. firms' U.S. share prices, one may expect that the interim
earnings announcements of the firms should affect their share
prices, also. Such a finding would be consistent with studies focusing
on U.S. firms. ^ Interim announcements are more timely than the
annual announcements, and thus, may have more "surprise value."
Such a result is not a foregone conclusion, however. Interim
announcements may be more timely than annual announcements,
but they are also less reliable. In general, a relationship exists
between a reporting period's time length and the reliability of its
accounting earnings number — the shorter the time period, the
less reliable is the earnings amount, and vice versa. If interim
announcements are not reliable enough, they will be ignored by
the market. Thus, an annual number could affect share prices, but
an interim one would not. The first motivation for this study is to
provide closure as to whether both annual and interim announce-
ments of U.S. and non-U. S. firms are impounded in U.S. security
prices.
^ See, for example, Robert G. May, "The Influence of Quarterly Earnings
Announcements on Investor Decisions as Reflected in Common Stock Price
Changes," Empirical Research in Accounting: Selected Studies, 1971, Supplement
to Vol. ^, Journal of Accounting Research, 119-63; Jack E. Kiger, "An Empirical
Investigation of NYSE Volume and Price Reactions to the Announcement of
Quarterly Earnings," yowrna/ of Accounting Research (Spring 1972), 113-28; and
Philip Brown and John W. Kennelly, "The Information Content of Quarterly
Earnings: An Extension and Some Further Evidence," Journal of Business (July
1972), 403-15.
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Secondly, the present study also examines whether nationality
affects the overall results that are obtained. The data from both
this and the earlier study are partitioned by home country of the
companies involved. There are reasons why such a partitioning is
potentially interesting. The information that companies release is
affected by their home country's reporting environment and
GAAP.'° If one were to find that the overall results hold separately
by home country, it would seem that, at least for these firms and
nations, intercountry differences do not critically affect the infor-
mativeness of the earnings announcement. On the other hand,
one may find reactions for some countries and nonreactions for
others. Studies by Lev and Yahalomi" and by Deakin, Norwood,
and Smith '^ fail to detect reactions to corporate earnings releases
by Israeli firms on the Tel Aviv Stock Exchange and by Japanese
firms on the Tokyo Stock Exchange, respectively. However, reac-
tions on the London Stock Exchange to earnings announcements
by British firms are documented by Firth '^ and by Maingot.'*
Thus, there are reasons to suspect that the overall results may be
"driven" by firms from certain countries. The results of the
partitioning should be helpful for future research efforts on trans-
national financial reporting.
The research reported in this paper is part of a continuing effort
'° As explained later, firms from Israel, Japan, the Netherlands, the Philippines,
and the United Kingdom are the subject of both this and the earlier study. A
number of researchers have clustered countries by similarities in the reporting
practices of their business firms. For example, the Netherlands and the United
Kingdom are clustered into one group, and Japan, the Philippines, and United
States into another in R. D. Nair and Werner G. Frank, "The Impact of Disclosure
and Measurement Practices on International Accounting Classifications," Account-
ing Rei'ieu' (J^'Y 1980), 426-50. In C. W. Nobes, International Classification of
Financial Reporting (London: Croom Helm, 1984), the Netherlands is likewise
clustered with the United Kingdom, the Philippines with the United States, but
Japan is placed in a separate group. (None of the clustering studies surveyed by
this author includes Israel. However, Israeli accounting has been influenced by
both the United Kingdom and the United States.)
" Baruch Lev and Baruch Yahalomi, "The Effect of Corporate Financial State-
ments on the Israeli Stock Exchange," Management International Rex'iew (1972/2-
3), 145-50.
'^ Edward B. Deakin, Gyles R. Norwood, and Charles H. Smith, "The Effect of
Published Earnings Information on Tokyo Stock Exchange Trading," International
Journal of Accounting {¥2l\\ 1974), 123-36.
" Michael A. Firth, "The Impact of Earnings Announcements on the Share Price
Behavior of Similar Type Firms," Economic Journal (June 1976), 296-306.
''' Michael Maingot, "The Information Content of UK Annual Earnings An-
nouncements: A Note," Accounting and Finance (May 1984), 51-58. The author
of the current study is unaware of securities market research on the effects of
earnings announcements in the two other home countries represented — the
Netherlands and the Philippines.
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focusing on the impact of transnational financial reporting on users
of such information. It adds to our knowledge of the kinds of
information found useful by international investors.
THE RESEARCH DESIGN
The proposed research is based on the so-called "security price
research paradigm" and relies on the method first employed by
Beaver'^ and subsequently used in numerous other studies. The
method rests on the following propositions (somewhat oversimpli-
fied):
1
.
The "value" of a security to an individual investor is determined
by that individual's perceptions of both the security's future returns
to him and the inherent risks associated with those returns.
2. When the "value" of a security to an investor does not equal
its market price, the investor either buys or sells the security,
depending on the direction of the inequality.
3. In the aggregate, the buy/sell activities of all investors change
the price of the security.
4. When information events occur which alter perceptions (or
expectations) about future returns or their riskiness, price changes
result.
Thus, observed price changes (or as they are usually reformulated,
rates of return changes) coincident with new information reaching
the market can provide evidence as to the impact of this information
on aggregate expectations. In general, "out-of-the-ordinary"
changes in prices (returns) concurrent with the release of new
information is prima facie evidence that the information possesses
"surprise value" to the market. Contrarily, the absence of price
changes suggests that the information is ignored by the market.
THE DATA
The companies to be included in the study consist of those whose
shares are traded on the New York and American Stock Exchanges
and which are based in countries whose GAAP and disclosure
practices differ from those of the United States. The first criterion
is necessary because security returns data for AMEX and NYSE
firms are readily available from the CRSP'^ tape. The second
'^ William H. Beaver, "The Information Content of Annual Earnings Announce-
ments," Empirical Research in Accounting: Selected Studies, 1968, Supplement
to Vol. ^, Journal of Accounting Research, 87-92.
'^ Center for Research in Security Prices (CRSP), Daily Stock Returns Files and
Daily Stock Index File (Chicago: Graduate School of Business, University of
Chicago).
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criterion is imposed because one intention of this study is to
examine stock market behavior toward companies whose account-
ing practices are potentially unfamiliar to U.S. investors. In Meek/'
twenty-six firms from five countries were studied over the period
1968 through 1979. The same firms and time period are used for
this study as in the previous study in order to compare the results
more readily. The firms and countries are listed in the Appendix.
The period represents a time when transnational investing, as well
as interest in transnational financial reporting, intensified.
The dates of the firms' first quarter, semiannual, and third
quarter earnings announcements were taken from the Wall Street
Journal Index.^^ Selected dates were verified on a test basis by
reference to the specific issue of the Wall Street Journal. Earnings
announcements were eliminated if, during the two-week period
surrounding the announcement, an announcement of dividends,
stock dividends, and/or stock splits was also made. This was done
to overcome the possibility that any observed reactions were really
joint reactions to the earnings announcement and one or more of
the other announcements. In all, 183 first quarter, 191 semiannual,
and 171 third quarter announcements were gathered.
These dates were then used to construct configurations whereby
security returns were aligned using the day of the announcement
as a centering point. The returns were obtained from the daily
CRSP tape, and transformed into "three-day" returns'^ as per the
following:
Ml + r,,0 - 1
t=i
where v^_i = the return of security i on day t,
t= 1, 2, 3.
(In all cases, the "disclosure period" consists of the day prior to,
the day of, and the day following the announcement.)^''
'^ Meek, "U.S. Securities Market Responses."
'* Although most of the firms announced earnings quarterly, some only announced
half-year information. Thus, the "semiannual" announcement encompasses half-
year and second quarter announcements.
'^ Studies similar to this one have typically used a one-day holding period (i.e.,
daily returns) or a one-week holding period (weekly returns). The choice of
holding period is arbitrary, but the shorter the time period, the more precisely
the researcher can specify when (if at all) information is impounded in security
prices. The date that an earnings announcement is published in The Wall Street
Journal is not necessarily the day that a company formally announces earnings to
the public. The reason for using three-day returns was the inability to specify the
specific day that the interim earnings amounts actually became public.
^° It was unnecessary to adjust returns using the familiar "market model" for the
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RESEARCH METHODS AND FINDINGS — ALL DATA
This study uses two sets of statistical tests to assess the impact of
interim earnings announcements by non-U. S. companies on their
U.S. share prices. The first set seeks to determine whether, on
average, the reporting events are associated with unusual securities
behavior. The second set complements the first in that it is designed
to determine how often the reporting events are associated with
unusual returns behavior. In each case, "unusual behavior" means
an abnormally large positive or negative return in the period that
the piece of information is disclosed. Each set of tests employs
configurations of fifteen three-day returns, with seven on each side
of the disclosure period.
The rest of this section describes the statistical tests, discusses
the rationale for using two sets of tests, and presents the overall
results for the entire data set. The next section presents results
when the data are partitioned by country.
First Set — Average Returns Tests
To conduct the average returns tests, the mean of the absolute
value of the returns is computed for each of the fifteen periods,
across all 183, 191, and 171 interim earnings announcement dates.
Exhibits 1,2, and 3 are graphic representations of the distribution
of mean absolute returns for the first quarter, semiannual, and
third quarter announcements, respectively. On the horizontal axis,
the "0" (zero) Trading Period corresponds to the mean absolute
return for the disclosure period; if it is "unusual," it will be large
relative to those mean absolute returns around it.
If the empirical distribution of mean absolute returns surround-
ing the disclosure period can be assumed to be normally distributed,
then the Z statistic can be used to evaluate the likelihood that the
mean absolute return during the disclosure period is from the
empirical distribution. That is,
Ro - R
Z = _
s(R)
where Ro = the disclosure period mean absolute return.
effects of the "market return." Researchers often do this to reduce the variability
in their data and thereby increase the power of their statistical tests. As will be
shown later, statistically significant reactions were observed, so employing this
transformation process was not necessary in the circumstances. Moreover, as shown
in Stephen J. Brown and Jerold B. Warner, "Measuring Security Price Perfor-
mance," yourna/ of Financial Economics (8, 1980), 205-58, little may be gained by
employing market-adjusted returns.
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Exhibit 1. Mean Absolute Returns Distribution
First Quarter Earnings Announcement
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R = the mean of the empirical distribution of mean
absolute returns (excluding the disclosure period
return).
s(R) = the standard deviation of the empirical distribution
of mean absolute returns (excluding the disclosure
period return).
Accordingly, the Shapiro-Wilk test of normality^' is applied to each
distribution of mean absolute returns surrounding the disclosure
period (but excluding the mean absolute return of the disclosure
period itself). Results of this test and the related Z values for the
disclosure period mean absolute returns are given in Exhibit 4.
The results of the Shapiro-Wilk test suggest that the three
distributions of mean absolute returns are approximately normally
distributed. Thus, the Z statistic is used to test the following null
hypothesis:
Ho: The mean absolute return for the disclosure period comes
2' SAS User's Guide, 1979 Edition (Gary, N.C.: SAS Institute, Inc., 1979), 429.
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Exhibit 2. Mean Absolute Returns Distribution
Semiannual Earnings Announcement
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from the distribution of mean absolute returns surrounding
it.
The null hypothesis is rejected for all three interim earnings
announcements. Thus, it appears that interim earnings announce-
ments by non-U. S. firms have "information content" to the U.S.
market.
Second Set — Rankings Tests
The first approach to analyzing the data was taken for two reasons.
First, the analysis of mean absolute returns across sample obser-
vations is an approach commonly employed in securities price
research. As such, the analysis for this study is more directly
comparable to other researchers' results. Second, the plots of
average returns surrounding the reporting event can be revealing.
Nevertheless, as demonstrated in Oppong,^^ using mean returns
across sample observations always involves a risk that a few very
^^ Andrews Oppong, "Information Content of Annual Earnings Announcements
Revisited," yourna/ of Accounting Research (Autumn 1980), 574-84.
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1
Exhibit 3. Mean Absolute Returns Distribution
Third Quarter Earnings Announcement
(n - 171)
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Exhibit 4. Z Tests of the Disclosure Period Mean Absolute Returns Values,
and Normality Tests of the Mean Absolute Returns Distributions for the
Interim Earning Announcements
n
Mean absolute
return — disclosure
period (Rq)
Z value
[One-tailed
probability]
Shapiro-Wilk
W statistic
[Probability]
First quarter 183 .0353 3.12
[<oi]
.935
[.41]
Semiannual 191 .0486 6.54
[<oi]
.927
[.35]
Third quarter 171 .0435 3.35
[<.01]
.946
[.49]
large observations may be "causing" the phenomenon observed.
For this reason, it is also useful to examine how often a phenomenon
takes place, which, in the current context, means determining how
often the return in the period that an interim earnings announce-
ment is made ranks in the upper portion of the returns surrounding
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it. Throughout the year, numerous pieces of information are
released which can cause investors to revise their expectations
about a firm's riskiness and future returns, and which can, there-
fore, lead to observed price (or return) changes in the firm's
common shares. If a particular type of information (say an interim
earnings announcement) is consistently associated with larger than
"normal" changes in firms' rates of return, however, one has
additional confirming evidence that this type of information is
meaningful in setting security prices. A return can, of course, be
either positively or negatively "unusually large." Thus, it is the
magnitude of the return, regardless of its sign, that is of concern,
and for this second set of tests, the absolute values of all returns
are used again.
Thus, for each announcement, the rank of the absolute return
of the disclosure period relative to the surrounding absolute returns
is determined. For example, if the absolute return for a particular
company's earnings announcement period is higher than any of
the other absolute returns around that period, it is ranked 1 ; if it
is the second highest, it is ranked 2, and so forth. The rankings
of each of the absolute returns associated with the 183 first quarter
earnings announcements, 191 semi-annual earnings announce-
ments, and 171 third quarter earnings announcements are then
accumulated.
Letting X denote the rank (X = 1, 2, 3, . . . , 14, 15), then X is
a discrete random variable following a uniform distribution^^ with
an expected value and variance^^ of:
E(X) = 1/2(N -I- 1) = 8
N^ - 1
Var(X) = —^= 18 2/3
where N = number of ranks = 15.
The standard deviation is
s(X) = Vl8 2/3 = 4.3205.
Moreover, the sampling distribution of mean ranks follows a
^' Robert V. Hogg and Allen T. Craig, Introduction to Mathematical Statistics, 3rd
ed. (New York: Macmillan Publishing, 1970), 349-51.
^''
J. L. Hodges, Jr., and E. L. Lehmann, Basic Concepts of Probability and Statistics,
2nd ed. (San Francisco: Holden-Day, 1970), 205.
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normal distribution, according to the Central Limit Theorem, and
has a standard error^^ of
s(X)
S.E. =
-VVn
where n = sample size.
If nothing is particularly unusual about a reporting event, the
rankings should be evenly distributed, and the mean of the rank-
ings, /urank, should equal its expected value o^ 8.000. If, however,
something is unusual about the event, the mean rank should be
less than 8.000 (i.e., the rankings should cluster toward 1). Thus,
Ho: /irank > 8.000
H^: Mrank < 8.000
The Z statistics and related one-tailed probabilities are reported
in Exhibit 5. Once again, the null hypothesis is rejected for all
three interim announcements. The results are consistent with the
first set of tests.
Exhibit 6 groups the rankings into quartiles, thus showing how
often the earnings announcement returns rank in each quartile.
(For example, 42 percent of the semiannual earnings announce-
ments are in the top quartile.) This grouping illustrates that the
returns associated with interim earnings announcements tend to
be quite large relative to the surrounding returns.
RESEARCH FINDINGS — DATA PARTITIONED BY COUNTRY
The tests just described demonstrate that, in general, the infor-
mation contained in interim earnings announcements by non-U. S.
multinational corporations is impounded in their U.S. share prices.
Exhibit 5. Z Tests of the Mean Disclosure Period Ranks for the Interim
Earnings Announcements
n Mean rank
Z Value
[One-tailed probability]
First quarter 183 6.989 -3.17
[<.01]
Semiannual 191 6.215 -5.71
[<oi]
Third quarter 171 6.772 -3.72
[<01]
^^ George W. Snedecor and William G. Cochran, Statistical Methods, 6th ed. (Ames,
Iowa: The Iowa State University Press, 1967), 51-53.
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Exhibit 6. Fre-quency of Quartile Ranks
for the Interim Earnings Announcements
Jirst quarter Semiannual Third quarter
1st quartile 57 31^c SO 42^c 56 33^c
2nd quartile 52 29^ 42 229t 49 29%
3rd quartile 39 21% 41 21% 33 19%
4th quartile 35 19^c 28 15^c 33 19%
n 183 191 171
As discussed earlier, tunher insights into the transnational financial
reporting phenomenon can be gained bv partitioning the data bv
the home countries of the firms represented.
Exhibits 7 and S include the results of the two sets of tests when
the data are partitioned b\' countr^^ Once again, the two sets of
tests vield consistent results. With the exception of the first quarter
announcements of Philippine firms, interim announcements of
Israeli. Dutch. Philippine, and U.K. firms are associated with
unusual U.S. securities price behavior suggesting that these an-
nouncements contain useful information to market participants.
The announcements bv the Japanese firms appear to be a non-
event. Given the relativelv small number of Japanese observations,
however, this conclusion is probabh' best regarded as tentative.
To compare these results to those on annual earnings announce-
ments reported in Meek.-' the data from that studv were also
partitioned bv countn.-. The results of the aierage returns tests show
that the null hvpothesis can be rejected for each countrv at the
following probabilities: Israel K.OU. Japan (.19) the Netherlands
(.03), the Philippines O.50). and the United Kingdom (.02). The
rankings tests reject the null h\pothesis for each countrv at these
probabilities: Israel (.07). Japan (.16). the Netherlands (.10). the
Philippines (>.50). and the United Kingdom (.01). In general, the
annual earnings announcement results seem to be driven b\' firms
from Israel, the Netherlands, and the United Kingdom.
Taking the results for interim and annual earnings announce-
ments together the conclusion that emerges is that public an-
nouncements of accounting earnings b\- firms from Israel, the
Netherlands, and the United Kingdom affect their U.S. share
prices. Little evidence of such an impact can found for an\ of the
announcements bv Japanese firms. And for Philippine firms, the
- Meek. "U.S. Secunue^ Market Resoonses.'
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Exhibit 7. Z Tests of the Disclosure Period Mean Absolute Return Values, and
Normality Tests of the Mean Absolute Returns Distributions for the Interim
Earnings Announcements Partitioned by Country
Mean absolute Shapiro-
return — Z value Wilk
disclosure [One-uiled W statistic
n period (R-,) probability] [Probability]
First quarter
Israel 31 .0510 1.61
[.05]
.939
[.44]
Japan 19 .0228 -1.30
[>.50]
.921
[.30]
The Netherlands 34 .0283 2.78
[<.01]
.911
[.22]
The Philippines 47 .0400 0.70
[.24]
.952
[.57]
The United Kingdom 52
183
.0309 2.53
[<.01]
.955
[.62]
Semiannual
Israel 25 .0753 3.57
[<.01]
.957
[.65]
Japan 27 .0241 0.67
[.25]
.895
[.10]
The Netherlands 34 .0418 6.18
[<.01]
.970
[.83]
The Philippines 43 .0563 2.31
[01]
.928
[.35]
The United Kingdom 62
191
.0467 5.08
[<oi]
.955
[.62]
Third quarter
Israel 28 .0561 1.47
[07]
.848
[02]
Japan 18 .0202 -1.09
[>.50]
.960
[.69]
The Netherlands 32 .0324 1.93
[03]
.983
[.97]
The Philippines 46 .0559 2.15
[02]
.928
[.35]
The United Kingdom 47
171
.0401 3.58
[<oi]
.947
[.50]
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Exhibit 8. Z Tests of the Mean Disclosure Period Ranks
for the Interim Earnings Announcements Partitioned by Country
Z value
n Mean rank [One-tailed probability]
First quarter
Israel 31 7.065 -1.21
[.11]
Japan 19 8.579 0.58
[>.50]
The Netherlands 34 5.706 -3.10
[<.01]
The Philippines 47 7.723 -0.44
[.33]
The United Kingdom 52
183
6.692 -2.18
[.01]
Semiannual
Israel 25 6.000 -2.31
[.01]
Japan 27 8.185 0.22
[>.50]
The Netherlands 34 5.588 -3.25
[<oi]
The Philippines 43 6.209 -2.72
[<01]
The United Kingdom 62
191
5.903 -3.82
[<oi]
Third quarter
Israel 28 6.357 -2.01
[.02]
Japan 18 8.833 0.82
[>.50]
The Netherlands 32 6.656 -1.76
[.04]
The Philippines 46 6.913 -1.71
[04]
The United Kingdom 47
171
6.043 -3.11
[<01]
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results are mixed — reactions are documented for the semi-annual
and third quarter announcements, but not for the first quarter
and annual announcements.
DISCUSSION OF RESULTS
The U.S. securities market impounds the information contained
in foreign companies' interim earnings announcements. As a result
of this study, we now have closure as to whether both annual and
interim announcements of U.S. and non-U. S. firms are impounded
in U.S. securities prices. Partitioning the data by country suggests
that the nationality of the companies may influence this overall
result. Specifically, there is little evidence that announcements by
Japanese firms aff^ect their U.S. share prices. This is consistent with
Deakin, Norwood, and Smith, ^' who find that annual earnings
announcements do not affect Japanese firms' share prices at home,
either. Reactions to first quarter and annual earnings announce-
ments by Philippine firms are not observed, yet reactions to their
semi-annual and third quarter announcements are. Interestingly,
the results of the present study conflict with Lev and Yahalomi,^^
who find no reaction to Israeli firms' corporate earnings releases
on the Tel Aviv Stock Exchange. The anomaly should be cautiously
interpreted, however, since the present study includes only three
Israeli firms. In summary, reactions for some countries and non-
reactions for others are observed. Nationality may bear upon the
usefulness of the interim and annual earnings announcements in
transnational financial reporting.
The results of this study imply that financial accounting infor-
mation does "travel" across national boundaries but that, depend-
ing on its country of origin, all such information does not travel
equally well. Further research into why annual and interim earnings
accouncements appear to be useful to the U.S. securities market
in some cases, but not in others, would appear to be important
for both accountants and policy makers such as the International
Accounting Standards Committee. "Country" proxies for more
than just differences in generally accepted accounting principles.
For example, variations occur in cultural factors which affect how
businesses are managed, and differences exist in how, where, and
when accounting information is released in these firms' home
countries. Nonetheless, this study provides empirical evidence that
the usefulness of accounting information varies in an international
^^ Deakin, Norwood, and Smith, "The Effects of Published Earnings."
^^ Lev and Yahalomi, "The Effect of Corporate Financial Statements."
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context. The evidence, in turn, suggests that a basis exists for
eflForts to enhance the usefulness of the accounting information
that is communicated transnationally.
Transnational financial reporting problems have existed for a
number of years for both corporations and investors. Only recently
have these problems attracted the attention of accounting research-
ers. Most of the empirical work has studied how corporations, as
the suppliers of information, have responded to transnational
financial reporting problems. This study has added to our knowl-
edge of the kinds of information found useful by international
investors. It is hoped that it will stimulate more research on
transnational financial reporting from the perspective of investors
and other users.
APPENDIX. FIRMS INCLUDED IN STUDY
Israel
Alliance Tire and Rubber Co., Ltd.
American Israeli Paper Mills Ltd.
Etz Lavud Ltd.
Japan
Honda Motor Co., Ltd.
Kubota, Ltd.
Matsushita Electric Industrial Co., Ltd.
Pioneer Electronic Corp.
Sony Corp.
The Netherlands
KLM Royal Dutch Airlines
Royal Dutch Petroleum Co.
Unilever N.V.
The Philippines
Atlas Consolidated Mining and Development Corp.
Benguet Consolidated, Inc.
Marinduque Mining &: Industrial Corp.
Philippine Long Distance Telephone Co.
San Carlos Milling Co., Inc.
The United Kingdom
B.A.T Industries Ltd.
British Petroleum Co., Ltd.
Courtalds Ltd.
Dunlop Holdings, Ltd.
EMI Ltd.
Imperial Chemical Industries, Ltd.
The Imperial Group Ltd.
Plessey Co., Ltd.
"Shell" Transport and Trading Co., Ltd.
Unilever Ltd.
Predicting Business Failure on the Basis of
Accounting Data: The Belgian Experience
HUBERT OOGHE and ERIC VERBAERE*
This paper presents part of the results of a research project on
the relationships between the failure of a firm and its financial
characteristics, within the Belgian context. The recent economic
recession has led to growing worldwide attention to this topic by
academicians.' The paper is limited to the classification of enter-
prises (more precise annual accounts) into "failing" or "non-failing"
groups on the basis of a set of financial ratios. The results of this
classification analysis is then used in a "predictive context." Our
primary objective is to construct a practical "predictive" instrument
available to the external analyst.^ Fortunately, the Royal Decree
(R.D.) on Annual Accounts of 8 October 1976 provides the
researcher with adequate financial information to perform a large-
scale analysis.
First, we describe the relevant population and the sampling
* Hubert Ooghe is Professor in the Faculty of Economic Sciences and Director
of the Department of Business Finance at the State University of Ghent, Belgium.
Eric Verbaere is Assistant at the Department of Business Finance at the State
University of Ghent, Belgium.
This study was conducted with the aid of the Interuniversitair College voor
Doctorale Studies in Management (CIM) and the Nationaal Fonds voor Weten-
schappelijk onderzoek (NFWO).
' Thirty-five studies in this field are discussed in H. Ooghe, B. Coorevits, and E.
Verbaere, "Overzicht van onderzoekingen i.v.m. falingsprevisie," Bednjfskunde, no.
4 (1981), 344-62; no. 1 (1982), 80-96: and no. 2 (1982), 186-92. Empirical
research concerning the prediction of corporate failure is surveyed in Zavgren,
"The Prediction of Corporate Failure: The State of the An," Journal of Accounting
Literature, vol. 2 (1983), 1-38.
^ The term "predictive" is in quotation marks due to the special sense attached
to it in this context.
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technique employed. Successively, the selection procedure for the
initial variable-set, the statistical technique used, and the results
are described. Finally, some general comments and concluding
remarks are made.
RESEARCH DATA — POPULATION AND SAMPLE
The population of the "failing companies" consisted of all firms
that became a bankrupt (judgment of the Commercial Court)
during the years 1978 to 1980 or obtained a concordat (creditors'
agreement) during the same period. The population of the "non-
failed" enterprises is formed by all other business firms. The
division of companies into one of these two subpopulations presents
an artificial character to a certain degree: the two subpopulations
are only mutually exclusive within a well-defined time horizon.
Because of the problem of the availability and comparability of
data, we considered only those enterprises that were amenable to
the R.D. of October 8, 1976, and that were bound to apply the
full disclosure requirements (plans 3 or 4) in drafting their annual
accounts.^
The following primary data sources were available:
1
.
Computer tapes, distributed by the National Bank of Belgium,
containing the numerical data of the annual accounts of all com-
panies publishing according to the royal decree. The available
tapes referred to were for the financial years 1977 and 1978.
2. Value added tax (VAT) data of the firms that failed or obtained
a concordat during the years 1978 to 1980. These numbers were
collected from the trade inquiry agency EURINFORM — Dun
and Bradstreet (Brussels).
For classification purposes, we constructed a sample for both the
"failing" and the "non-failing" groups. The choice of the sampling
design was guided by the objectives of the researchers. As indicated
above, our main objective consisted in the construction of a
prediction model, applicable to practical situations. The problem
is rather complex, however, and will not be discussed in detail
' In general, the following enterprises are meant: limited companies, limited
partnerships with shares, cooperative companies and private limited companies,
which prosecute their main activity in Belgium and which (1) employ, on the
average, more than one hundred employees, (2) have a turnover for the previous
accounting period, exclusive VAT of more than 100 million BF, (3) have a balance
sheet total, at the end of the previous accounting period, of more than 50 million
BF, (4) make a public appeal for funds, or (5) are subsidiaries of public companies.
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here. Matched sampling is usually preferred in this context. Briefly,
the reasoning developed in defense of this technique is as follows.
Assuming that there is a relationshp between some characteristics
of the firm (such as sector, regio, and size) and its financial ratios,*
differences in the distribution of these characteristics (features) for
the two relevant subpopulations (i.e., "failing" and "non-failing"
companies) can bias the results of a classification analysis. Matched
sampling is then used to eliminate the effect of these confounding
variables. We, however, made use of the random sampling tech-
nique. Many arguments can be made in favor of this choice. First,
multivariate matching (more than one confounding variable) is
difficult to perform. Second, the characteristics mentioned earlier
are, according to published statistics,^ obviously explaining variables
for business failures. So these features could be incorporated in
one way or another in the classification model. Last, but not least,
a sample of "non-failing" firms, constructed on the basis of the
specific characteristics of failed firms, was certainly not represent-
ative of the population of "non-failing" companies. This could be
a problem with our prediction objective in mind.
The two samples for our research were constructed as follows:
on the basis of the collected VAT data of the firms that failed or
obtained a concordat, all annual accounts for these companies
were sought on the magnetic tapes.
The sample for the "non-failing" group was prepared by selecting
the annual account of every twentieth firm on the computer tape
for the financial year 1977, provided that the firm concerned was
not in the "failing" group and was submitted to full disclosure
requirements. The annual accounts for the same companies were
sought on the computer tape for 1978 and added to the sample.
Some more or less incomplete annual accounts were removed from
the saipple.
By this procedure, 753 annual accounts of "non-failing" com-
panies and 395 annual accounts of "failed" companies could be
collected. This last group was subdivided into three categories: (1)
* Nearly all empirical studies on this subject concentrate on one single confusing
factor. In this case, all other characteristics of the firm should be considered as
confusing variables as well. By means of a covariance analysis using dummy-
variables regression, we searched for the potential effect of sector, size, regio and
condition ("failing" — "non-failing") on the value of many financial ratios con-
sidered independently.
^ H. Ooghe, B. Coorevits, and E. Verbaere, "Omvang en kenmerken van Faillis-
sementen in Belgie," Tijdschrift voor Bank — en Financieweten, vol. 45, no. 2 (1981),
117-45.
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one year before bankruptcy: 66 annual accounts; (2) two years
before bankruptcy: 214 observations; and (3) three years before
bankruptcy: 1 1 5 observations.
SELECTION OF THE INITIAL VARIABLE SET
Management defaults seem to be the main cause of a company's
failure. This can be deducted from available statistics.*" Constant
mismanagement leads to a deterioration of the financial situation
of the firm. Consequently, financial ratios were used as independent
variables in our classification model.
In most previous similar research studies, the selection of the
financial ratios was based on the following criteria: (1) the popularity
of the individual ratios in the theoretical literature; (2) the impor-
tance of the ratios in other research studies; (3) the suggestions
made by financial analysts based on their practical experience; and
(4) the possibility to calculate certain ratios considering the external
available financial data.
Rarely was the final selection process based on the theoretical
model incorporating different causes and symptoms of failures.
However, an integrated ratiomodel was developed in the research.
In this ratiomodel, the liquidity, as well as the profitability, was
differentiated into components as far as possible." This model
formed the basis of our selection procedure. In addition, a few
other general liquidity, profitability, and solvability measures, to-
gether with ratios selected on the basis of supplemental theoretical
considerations, were included. This resulted in a variable-set of
144 financial ratios. All of them could be calculated from a single
annual account.
STATISTICAL TECHNIQUE: LINEAR DISCRIMINANT ANALYSIS
As indicated in the introduction, our objective was to classify
annual accounts into one of the two, a priori defined, mutually
exclusive groups ("failing" — "non-failing") on the basis of a set
of financial ratios (independent variables). This can be accomplished
by using discriminant analysis.® Discriminant analysis is the general
term for a set of multivariate statistical techniques leading, first,
^ For example, the statistics compiled by CEDRE (Belgium).
' H. Ooghe, B. Coorevits, and E. Verbaere, "Theoretisch model voor selectie van
financiele ratio's ter voorspelling van faillissementen," Seminarie voor Bedrijfsfinan-
aenng (1981).
* P. Lachenbruch, Discriminant Analysis (New York: Hafner Press, 1975); H. Nie
et al., Statistical Package for the Social Sciences, 2nd ed. {New York: McGraw-Hill,
1975), 434-66.
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to determine the variables discriminating as good as possible
between two or more a priori defined groups, and, second, to
classify observations into one of these groups. According to our
research problem, we considered only the two-groups case. The
most popular and readily understandable discriminant technique
designed for interval-scaled independent variables is linear discrim-
inant analysis.^ This technique is discussed and employed in this
article.
The general form of the linear discriminant model with m
independent variables can be written as coefficients
Y, = a + |8,X,, -I- /32X2, + . . . + i8n,X^,
whereby: i = 1 , . . . , N (N = number of observations),
X, up to Xm are the independent variables,
a and the jS's are the (unstandardized) discriminant
coefficients
(a is called the constant term),
Y, is called the discriminant score for observation i.
The different coefficients can be estimated statistically'" so that
a discriminant score can be obtained for each observation of the
sample. Classification will be achieved as follows: classify observation
i in the "non-failing" group if its discriminant score Yi exceeds or
equals some prespecified critical value Y<-ri,. The observation is
placed in the "failing" group if the score Y, is less than Ycr„-
The global discriminating power of an estimated function can,
from a statistical point of view, be judged using significance
measures like Hotellings T^ and Wilks's lambda. The null hypoth-
esis for both test statistics states that the two groups are equal with
respect to the means of the independent variables. Hotellings T^,
which can be derived directly from Mahalanobis D^ (an adjusted
distance measure in the multidimensional space), is transformable
to an F-statistic with m degrees of freedom (d.f.) in the numerator
and N — n — 1 degrees of freedom in the denominator. Wilk's
lambda is the more general inverse statistic (also applicable in the
case of three or more groups) transformable to a Chi-square
measure (Bartlett V with m d.f. in the case of two groups) or an
F-statistic (Rao's Ra - F-distributed with m and N - m - 1 degrees
^ Our research achieved classification through three different discriminant models:
linear, quadratic, and logitmodel.
'" The different coefficients are a function of a set of parameters, namely, the
means, the variances of the various independent variables, and the covariances
between these variables. The SPSS — subprogram "DISCRIMINANT" and soft-
ware, developed at the department, was used.
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of freedom in the two-groups case). In many cases, the full set of
independent variables, which is the input for the discriminant
analysis, contains redundant information of the group differences,
or some of the initial input variables are perhaps not very useful
in discriminating among the "failing" and "non-failing" group.
For that reason, a stepwise selection method is used. By sequentially
selecting at each step the "next best" discriminator (evaluating the
discriminating power of a variable after considering the discrimi-
nation acheived by the other previous selected variables), a reduced
set of variables will possibly be found, which is almost as good as,
sometimes even better than, the full set. Note that previously
selected variables may be excluded because the information that
they contain is available in some combinations of the other included
variables.
An important problem is the measurement of the relative im-
portance of the different discriminating variables. If the indepen-
dent variables are intercorrelated, no clear-cut solution to the
problem exists. Five different methods will be proposed in this
test. First, the absolute value of the standardized discriminant
coefficient gives an indication concerning the relative importance
of the financial ratios. The unstandardized coefficients cannot be
used in this context because of differences in unit and variance of
their respective associated variables. A second approach consists
in the calculation for each variable of its structure correlation (i.e.,
the Pearson correlation coefficient between the discriminant score
and the concerned variable). The higher the positive or negative
correlation, the more important the predictor is considered to be.
The order in which the independent variables are selected by the
stepwise selection process can also be used in this context. The
Mosteller and Wallace test allows the researcher to estimate the
relative contribution of each variable to the Mahalanobis distance
between the points for both groups in the multidimensional space,
defined by the means of the different variables. Currently used
also is the partial multivariate F-ratio: this F-ratio measures the
discrimination introduced by the variable, after taking into account
the discrimination achieved by all the other selected variables.
We have already mentioned Hoteliings T^ and Wilk's lambda as
statistical measures of the discriminating power of an estimated
discriminant model. However, one can develop a more intuitive
measure for judging the performance of a classification model. It
is obvious that not all of the "failing" or "non-failing" annual
accounts in the sample are classified by the discriminant model in
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the "failing" respectively "non-failing" group. The percentage of
incorrectly classified observations within each subsample gives an
indication of the reliability of the developed model (sample method).
Because the same observations are used in the classification test
and in the estimation of the model's parameters, the classification
results obtained by the sample method can be expected to be
upward biased. This bias can, for the most part, however, be
eliminated by using the Lachenbruch method in judging the
model's performance: one observation is isolated from the sample
as the hold-out annual account, with the remaining sample deter-
mining the model. In this case, the omitted observation is classified
according to this model. This process is repeated until the entire
sample is exhausted (in principle, a discriminant model is estimated
as many times as there are observations in the global sample) and
the classification accuracy of the hold-out firms is cumulated.
From the formulation of the classification rule, it follows that a
decline in the critical value leads to an increase of the misclassifi-
cation percentage with the "failing" sample and to a decrease of
the number of observations incorrectly classified within the "non-
failing" sample. A shift in the critical value in the function of the
objectives of the user is consequently possible. The optimal critical
value is defined as the limit value for which the unweighted mean
of the classification percentages for the two groups is minimal.
The practical and theoretical significance of this specific critical
value is rather limited.
RESULTS
Four different models will be presented here: (1) discriminant
model: one year before bankruptcy; (2) discriminant model: two
years before bankruptcy; (3) discriminant model: three years before
bankruptcy; and (4) discriminant model for the global sample.
It is clear that not all of the 1 44 financial ratios were used as
input variables for the stepwise discriminant program.
A reduction of the data set was implemented in several ways.
First, the results of several preceding statistical analyses were used
to build a set of input variables. The following analyses were
performed:
1
. Univariate analysis: the 1 44 financial ratios are examined one by
one, without paying attention to the intercorrelations among them.
A. A research into the distributional characteristics of the dif-
ferent variables: the main conclusion is that non-normality is the
general rule.
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B. Significance tests for the differences between "failing" and
"non-failing" firms: parametric tests, which are based on the
normality assumption (e.g., the t-test); and non-parametric tests:
Mann-Whftney, Kolmogorov-Smirnov, Median test.
C. Univariate classification test: for each ratio, the misclassifi-
cation percentages for each group were obtained by comparing
the ratio values for the individual observations with a specified
critical value. An optimal critical value can be determined again.
D. A covariance-analysis using dummy-variable regression was
performed for the different financial ratios to detect the potential
effect of sector, size, regia, and condition on the value of the
ratio ("failing" — "non-failing")."
E. Visual inspection of the graphs of the relative cumulative
frequency for both the "failing" and the "non-failing" groups.
2. Multivariate analysis: the ratios were simultaneously analyzed
in combination with each other:
A. Factor analysis: this statistical technique is designed to inves-
tigate the nature of the relationships between variables in a
specified set,
b. A.I.D. analysis: with the help of this technique, certain types
of interaction effects among the various variables were detected.'^
If the Pearson correlation coefficient between two variables was
more than 0,80 in absolute value, the less discriminating financial
ratio in an univariate context was omitted.
Because the missing values problem in the discriminant analysis
was handled by listwise deletion of observations (each observation
with at least one missing variable was deleted), high demands were
made upon the possibility to calculate a specific financial ratio (e.g.,
the denominator in the ratio "debts for which the payment date
has fallen due to the tax administration and/or the National Social
Security Office -r debts and provisions for taxation, social security,
and wages" often takes the value 0.)
From the resulting set of variables, the "best" linear discriminant
model (original model) was prepared by a trial-and-error process
and employing the stepwise discriminant program.
The choice of the "best" discriminant model was based on the
classification results, as well as on the number of observations in
" The interaction terms were also specified.
'^ These statistical techniques are discussed in Nie et al., Slatislical Package; J.
Sonquist, E. Baker, and J. Morgan, Searching for Structure (Ann Arbor, Mich.:
Institute of Social Research, University of Michigan, 1975).
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the resulting sample. At first sight, we had to search to minimize
the misclassification percentages and to maximize the number of
observations because of the broad applicability of the model.
However, a more differentiated approach seemed necessary. List-
wise deletion had negative as well as positive consequences. For
example, inclusion of the ratio "pension fund/long-term debt"
led to exclusion of all firms which had no long-term debt. Thus,
the general character of certain general financial ratios led to the
elimination of incomplete and/or incorrect annual accounts at the
same time (positive aspect).
For application in a practical situation, the greater number of
variables in the "best" linear discriminant model can cause diffi-
culties. For this reason, reduced models should be developed. The
number of financial ratios in these reduced models was arbitrarily
fixed at 5. Clearly, this reduction led to a decline in the reliability
of the model.
The results of the analysis are presented here in the following
order: Exhibit 1 — one year before bankruptcy — original model;
Exhibit 2 — one year before bankruptcy — reduced model; Ex-
hibit 3 — two years before bankruptcy — original model; Exhibit
4 — two years before bankruptcy — reduced model; Exhibit 5 —
three years before bankruptcy — original model; Exhibit 6 —
three years before bankruptcy — reduced model; Exhibit 7 —
total sample — original model; Exhibit 8 — total sample — re-
duced model.
In Exhibits 1 through 8, the unstandardized and standardized
discriminant coefficients for the different ratios are shown. The
financial ratios are arranged in decreasing order of importance,
judged on the basis of the standardized coefficients. In addition,
the ranking of the variables corresponding to the other criteira
(structure correlations, stepwise selection procedure, Mosteller and
Wallace, partial multivariate F-value) is reported. The classification
results for different critical values are mentioned. The presentation
of several critical values is important from a practical point of
view. The user of the model gets an idea of distribution of the
discriminant scores for both the "failing" and the "non-failing"
sample. He can choose the relevant critical value considering the
problem at hand. Considerations about the relative cost of mis-
classifications in both groups may be important in this context.
The various statistical significance measures are also reproduced
in the tables. All financial ratios are calculated in decimal form.
As could be expected, the discriminating power of a model
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increases as the period between the financial year and the year of
failure decreases. This can be concluded from the statistical sig-
nificance measures (Hotellings T^, Wilk's lambda, and derived
statistics), as well as from the practical classification results. The
financial ratios in the distinct models difi^er partly from year to
year. For the three reduced models (one, two, and three years
before failure), nine different financial ratios are used. Major
differences can be found in the original models for the less
important discriminators.
The performance of the reduced model is always slightly lower
than the performance of the corresponding original model. Because
the reduced model seems quite appropriate for classification pur-
poses ("prediction") in a practical situation, the full original model
can be used in an analytical context (description of the failure
process).
It seems rather strange that several financial ratios have a negative
contribution to Mahalanobis distance, according to the Mosteller
and Wallace tests. This result is consistent with the fact that, despite
a positive (negative) correlation between ratio and discriminant
score, a negative (positive) discriminant coefficient is found for the
variable concerned. Exclusion of these ratios, selected by the
stepwise process, does not lead to better classification results. An
explanation should be sought in the multivariate character of the
discriminant technique.
The results of the Lachenbruch procedure indicate that there
is only a slight bias (if any) in the classification results based on
the sample method. The different ranking criteria for the individual
variables yield almost the same results as long as the number of
variables (the intercorrelations between the ratios) is small (i.e.,
for the reduced models).
'
Incorporation of more variables leads to greater differences
between the ranking methods, certainly for the less important
discriminators. For each model, the Spearman rank-order corre-
lation coefficient was computed between each pair of rankings.
These computations show that the rankings based on the stand-
ardized coefficients and the partial multivariate F-value are rather
similar
The application of a classification model for predictive purposes
entails many primarily conceptual problems. Only a few remarks
are made here. The predictive aspect of our study was considered
important. It was one of the main reasons why a non-paired or
representative sampling technique was used. The bias in other
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studies resulting from the fact that their models are based on a
non-representative sample cannot be eliminated by application of
the Lachenbruch procedure. In discussing the sampling technique,
we have already noted the more or less artificial character of
thedefinition of the (sub)populations. The definition was based on
the concept "calendar year."
The application of the discriminant model in a predictive context
accentuates in various ways the time aspect. There is the problem
of the intertemporal stability of the model (variables + parameters).
Strictly speaking, the same populations forjudging the performance
of a specified model, as those that are considered for the building
of the model, must be used. A firm, classified in the "failing"
group by the function "one year before failure," is classified
correctly only in the case that this company fails in the calendar
year that follows immediately the calendar year in which the
analyzed financial year ends. In the case of one discriminant
function per annum, the question remains as to which model to
apply in a practical situation for predictive purposes. The appli-
cation of all disposable models is often advocated. Assume, for
example, that five models have been developed, one function per
annum, from one to five vears before failure. The five models are
then applied on a specific annual account of a firm. In the case
that the examined annual account is classified in the "failing"
group by all five models, one must conclude that a great chance
exists that the firm will fail in the near future. Nevertheless, if
that firm really fails within five calendar years after the financial
year concerned, it will be misclassified by four of the five models.
One implication is that the model "two years before failure," for
example, must be prepared using a representative sample of annual
accounts "two years before failure" and a representative sample
of "non-failing" firms (as defined by preparing the time frame-
work): annual accounts one or three years before failure are
consequently excluded.
The research obviously has a retrospective character. What is
demonstrated is that the failing and non-failing firms have dissimilar
ratios, not that ratios have predictive power. The crucial problem
is to make an inference in the reverse direction (i.e., from ratios
to failure — prospective study). It must be demonstrated that a
random sample of annual accounts, classified on the basis of ratio
values, can imply failure and non-failure.'^ Another important item
" C. Johnson, "Ratio Analysis and the Fredicton of Firm Failure," Journal of
Finance (December 1970).
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to consider is that the annual accounts are not directly available
at the end of the financial year. One can even assume that failing
firms have a greater reporting delay. However, there is no empirical
verification of this assumption within the Belgian context. Briefly,
the discriminant score is a summarizing variable that gives an
important indication of the financial situation of the firm.
APPENDIX.
This article contains some of the results of a research project concerning
the determinants and the prediction of failure. For comparison purposes
with other publications on the same project, the numbering of the ratios
in the original data set is maintained. Every item of the annual account
can be identified by means of a mechanographical number
Definition Mechanographical numbers
9. Fixed working assets / operating income
12. Stock goods in course of production,
waste products and finished products /
total costs
15. Working assets / total assets
22. Financial assets / financial assets + liq-
uid assets + temporary investments
35. Equity capital / total liabilities
36. Gross earnings before interest and taxes
/ total assets
37. Depreciations / costs of formation + in-
tangible fixed assets + tangible fixed as-
sets
47. Financing costs on debt capital - depre-
ciations on agio's and loan costs of long-
term debts / debt capital
50. Tax on results for the financial year /
profit before taxes
57. Short-term debts to credit institutions /
short-term liabilities
58. Purchases / short-term debts in respect
of purchases of merchandise and ser-
vices received
62. Overdue short-term priority debts /
short-term liabilities
67. Stock goods in course of production,
waste products and finished products /'
current working assets
199 + 299 -I- 399 / 5199
619 + 629 / 4199 - 5119 -
5129
199 + 299 + 399 + 699 + 799
+ 1099 / 1999
499 + 599 / 499 -i- 599 + 899
-- 999
2199 -h 2299 -t- 2399 + 2499 +
2599 + 2699 / 1999
5199 - 4109 - 4119 - 4121 -
4149 + 5299 - 4222 + 5319 -I-
5329 + 5409 - 4329 - 4402 /
1999
4131 + 4202 - 5301 + 4301 /
199 -I- 299 + 399
4209 + 4219 - 4202 -- 4204 /
2799 + 2899 + 2999 -»- 3099
4401 / 4509 - 5509 -I- 4401 +
4339
2919 / 2999 + 3099
4101 -(-4111 / 2929
7401 + 7402 / 2999 + 3099
619 -I- 629 / 699 + 799 +
1099
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Definition Mechanographical numbers
68. Amounts becoming due and payable
within one year in respect of sales and
services rendered / current working as-
sets
69. Other current working assets / current
working assets
73. Increase of value of revaluation / fixed
assets + stocks
79. Guaranteed debts / total debts
83. Long-term liabilities / long-term liabili-
ties + equity capital
84. Financing costs on debt capital / net
earnings
86. Cash flow / debt capital
87. Long-term liabilities / cash flow
89. Net operating results / turnover
90. Net earnings / total assets
93. Turnover / current assets
103. Net earnings / profits before taxes
709 / 699 + 799 + 1099
719 + 1099 / 699 + 799 +
1099
2599 / 299 -I- 399 + 499 -f-
699
7101 + 7102 + 7103 -I- 7104 /
2899 + 2999
2799
2399
2799
4209
4119
4222
4329
5301
5302
4303
4319
5199
4149
5329
4209
4401
3099
2899 -I- 2799 / 5199 - 4109 -
4119 - 4121 - 4149 + 5299 -
4222 + 5319 + 5329 + 5409 -
4329 - 4402 - 4209 - 4219 +
4202 - 4204 - 4401
5100 / 5109 + 5139
- 4119 - 4121 -
- 4222 + 5319 +
- 4329 - 4402 -
+ 5301 - 4301 -
+ 2899 / 2199 + 2299 -I-
+ 2499 -1- 2599 + 2699 +
+ 2899
-1- 4219 / 5199 - 4109 -
- 4121 - 4149 -(- 5299 -
+ 5319 + 5329 -t- 5409 -
- 4402 - 4131 + 4134 +
- 4301 - 4132 - 4221 +
- 4302 - 4133 + 5303 -
- 4122 + 5304 - 4304 -
- 4109 - 4119 - 4121 -
+ 5299 - 4222 + 5319 -l-
+ 5409 - 4329 - 4402 -
- 4219 + 4402 - 4204 -
/ 2799 + 2899 + 2999 -l-
5199
4149
5329
4131
4132
4133
5304
5109
4109
5299
5409
4134
4221
5303
4304
5139
899 + 999 +
5199
4149
5329
4131
4132
4133
5304
5509
4109
5299
5409
4134
4221
5303
4304
4401
+ 5302 - 4302 -
- 4303 - 4122 +
- 4319 / 1999
/ 699 + 799 +
1099
- 4119 - 4121 -
- 4222 -I- 5319 +
- 4329 - 4402 -
+ 5301 - 4301 -
+ 5302 - 4302 -
- 4303 - 4122 +
- 4319 / 4509 -
+ 4339
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Definition Mechanographical numbers
109. Equity capital + long-term liabilities /
fixed assets
111. Fixed assets / equity capital
1 13. Liquid assets / current assets
114. Long-term liabilities / total liabilities
1 16. Liquid assets / debt capital
121. Current assets - short-term liabilities /
cash costs + taxes + distribution of
profits
122. Current assets - stocks - short-term lia-
bilities / cash costs + taxes + distribu-
tion of profits
124. Net earnings / equity capital + long-
term liabilities
129. Fixed assets / total assets
131. Current assets - stocks / total assets
135. Profit or loss brought forward from the
previous year / total liabilities
137. Cash flow / turnover
143. Participations / total assets
146. Profit or loss brought forward from the
previous year -I- reserves / total liabili-
ties
2199 + 2299 + 2399 + 2499 +
2599 + 2699 + 2799 -I- 2899 /
199 + 299 + 399 -I- 499 + 599
199 + 299 + 399 + 499 + 599
/ 2199 + 2299 + 2399 -I- 2499
+ 2599 + 2699
999 / 699 -I- 799 + 899 + 999
+ 1099
2799 -I- 2899 / 1999
999 / 2799 -t- 2899 + 2999 +
3099
699 -I- 799 +
1099 - 2999
+ 4121
-I- 4219
-I- 4639
899 -I-
4119
4203
5400
799
2999 - 3099
4121 -t- 4149
4219 + 4222
4639 -I- 4649
5199
4149
5329
4131
4132-
4133
5304
2299
2699
-4109
+ 5299
-I- 5409
-I- 4134
- 4221
+ 5303
- 4304
+ 2399
-I- 2799
899 + 999 -I-
- 3099 / 4109 +
-I- 4149 + 4201 -
-I- 4222 + 4329 -I-
+ 4649 + 4659
999 + 1099 -
/ 4109 + 4119 -H
+ 4201 - 4203 +
+ 4329 + 5400 +
+ 4659
- 4119 - 4121 -
- 4222 + 5319 +
- 4329 - 4402 -
+ 5301 - 4301 -
+ 5302 - 4302 -
- 4303 - 4122 +
- 4319 / 2199 +
+ 2499 -t- 2599 +
+ 2899
199 + 299 -I- 399 + 499 + 599
/ 1999
799 + 899 + 999 + 1099 /
1999
2499 / 1999
5199 - 4109 - 4119 - 4121 -
4149 -1- 5299 - 4222 + 5319 +
5329 -I- 5409 - 4329 - 4402 -
4209 -4219-1- 4202 - 4204 -
4401 / 5109 + 5139
401 -1-411 / 1999
2399 + 2499 / 1999
Industrial Accounting in Poland's Reorganized
Economy
MAUREEN BERRY and ALICJA JARUGA*
POLAND'S ECONOMIC REORGANIZATION
In the fall of 1980, the Polish government convened a special
commission to draft a comprehensive plan for reforming the
economy.' During the following year, proposals were stated,^ dis-
cussed, debated, and amended, and the process of formal, legal
adoption commenced. By the beginning of 1982, changes were
already well under way.
The sense of urgency and speediness of action stemmed from
the deteriorating national economic situation. Severe shortages of
raw materials, energy, labor, and machinery had drastically reduced
industrial output. As the shortages grew, all aspects of Polish
economic life faced increasing pressures. The Economic Reform
* Maureen Berry is Associate Professor of Accounting at the University of Illinois
at Urbana-Champaign.
Alicjajaruga is Professor and Head of the Department of Accountancy, University
of Lodz, Poland.
' The Commission on Fxonomic Reform (Komisja do spraw Reformy Gospodarc/.ej)
was initially convened in September 1980 and consisted of thirty-four members,
many of whom represented the central administration. Shortly afterwards, the
size and composition of the Commission was changed to provide more balance.
The new ninety-person Commission included equal representation from the
following main groups: academics, those engaged in social activities, representatives
from business and industry, and representatives from central and local state
administration. From Wladyslaw Baka, Polska Reforma Gospodarcza (Panstwowe
Wydawnictwo Ekonomiczne, 1982).
^ The Commission on Economic Reform issued its first report, "The Basic
Foundations of Economic Reform (project)," in January 1981. A second report,
"Directions of Economic Reform," was included in the official documentation of
the Ninth Extraordinary Congress of the Polish United Worker's Party held July
14-20, 1981.
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Commission blamed this crisis on a number of factors, such as
production inefficiencies and infrastructural defects. Also, the
overexpansion of hard-currency debt during the previous decade,
with its debt service requirements, severely curtailed any possibil-
ities of acquiring needed imports. In the Commission's opinion,
an economic recovery program required fundamental changes in
planning and management methods to increase the efficient use
of all available factors of production. Consequently, the reform
measures automatically focused on the primary users of the pro-
duction factors: the state enterprises which constitute the nation's
basic economic units.
^
The new institutional arrangements for state enterprises took
the form of three basic principles, known collectively as the "triple-
self rule": self-financing, self-dependence, and self-management.*
Self-financing means that recognition of the basic relationship
between costs and prices has been restored, at least in the short
run. To strengthen the economic accountability function, all en-
terprises are, in theory, required to recover at least their operating
costs without state financial support. Several considerations have,
however, steered public policy away from the full implementation
of this principle. Due to continued shortages and sellers' markets,
the state still provides some operating subsidies, mainly for food
items, and intervenes in some resource allocation processes, as well
as price setting, on the grounds of consumer protection.
Price setting takes three main forms: government price ceilings,
known as fixed, or controlled prices, for essential commodities, in
order to economize on scarce resources or to help those in the
lowest income brackets; contractual, that is, free or negotiated
prices, which are permitted only when there is an equilibrium of
supply and demand; and regulated prices, which are set by the
enterprise and based on cost. The state Agency for Prices (Urzad
Cen) specifies the costing standards to be used in these calculations
and establishes maximum profit margins.
The self-dependence principle provides for enterprise-level decision
making with respect to setting prices, subject, of course, to the
law, as well as the constraints of state intervention. Now that the
national socioeconomic plan has been relegated to the status of a
general guideline, enterprises have a relatively free hand in setting
' This is the definition of a state enterprise, defined in Article 1.1 of the law on
state enterprises dated September 25, 1981. See Dziennik Usiaw (1981), nr 24,
poz. 122.
" Ibid., article 1.2.
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their own production plans and determining their resource re-
quirements within the framework of the central plan's overall
parameters.
The self-management principle assigns to management personnel
the primary responsibility for making certain operating decisions.
However, the enterprise's Employees' Council has ultimate au-
thority for such key decisions as work and pay conditions, bonuses
and other awards, and allocations from distributable profits for
various purposes.
The triple-self rule completely changed the functional roles of
the top-level and economic ministries. The traditional three-tier,
vertical hierarchy, which linked industrial ministries for particular
branches of industry to their sponsored enterprises through ad-
ministrative units, known as "unions" (zjednoczenia), has now been
dismantled. Although each state enterprise still has a founding
governmental body, most of the branch ministries, and all of the
unions, have been liquidated.^ Remaining ministries are now re-
quired to concern themselves with economic policy making rather
than with administrative directives and controls over enterprises.
The economic performance of enterprises is to be evaluated on
the basis of profitability, and a new bankruptcy law makes it
theoretically possible for state enterprises to go out of business.^
Other across-the-board measures include changes in the general
price level, which had been frozen for ten years, as well as changes
in the relationships between the sales prices of almost all goods
and their prime costs of raw materials, fuel and energy, and labor.
Beginning in 1983, all enterprises were required to revalue fixed
assets, some as much as several hundred percent, using official
indexes. These revaluations replaced historical costs in the ac-
counting records, thereby increasing both depreciation expenses
and amounts to be set aside for asset replacement (a practice
referred to as "funding depreciation" in the United States and
"amortization" in Poland). At the present time, most state enter-
prises are required to transfer 50 percent of funded depreciation
to the state: a practice which works against the self-financing rule
' In 1981, the following branch ministries went out of existence: Machine Industry.
Mining, Heavy and Agricultural Machinery, Chemical Industry, Light Industry,
Metallurgy, Energetics and Nuclear Energy, Agriculture, and Food Industry. Some
of them were reactivated in the four chief organs of state administration which
replaced the branch ministries, namely the Ministries of Metallurgy and Machine
Industry, Mining and Energetics, Chemical and Light Industry, and Food Admin-
istration.
^' Dziennik Vstaw (9 July 1983), nr 36, poz. 165.
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since it prevents enterprises from making their own provisions for
the current cost replacement of fixed assets. This policy was
dictated, however, by a perceived need to exert some centralized
control over enterprise investment programs.
These moves toward a more market-oriented economic system
have necessarily had an impact on management accounting because
of the new emphasis on cost determination and profitability as-
sessment. An important question, to be discussed later, concerns
the prospects for the further development of management ac-
counting as the economic reforms begin to take hold. To gain a
perspective on this issue, an understanding of the system of
industrial cost accounting which has emerged during this transi-
tional stage is first necessary.
THE STRUCTURE OF ENTERPRISE ACCOUNTING
Historical events and Poland's international culture are reflected
in the overall design of industrial enterprise accounting. At the
end of World War II, Poland, as well as several other European
nations, initially adopted the German uniform accounting system
introduced during the occupation. This system featured a basic
cost classification pattern of: Costs by Nature ^Costs by
Cost Centers ^ Costs by Products, as well as segregated, but
integrated, financial and cost accounting cycles. Later modifications
included several Soviet practices, including harmonization of cer-
tain nomenclature, and the replacement of cost distribution spread
sheets by analytical (subsidiary) records or accounts for analysis
purposes. In Poland, for example, individual indirect expense
elements classified as "departmental costs" or "general overhead
and administrative costs" are recorded in synthetic (general ledger)
accounts bearing those generic titles. Details of the constituent
expense elements are maintained in analytical records. In the
United States, on the other hand, individual general ledger ac-
counts are usually provided for the various expenses which fall
under such generic headings as "general and administrative ex-
penses" or "selling expenses."
Congruent with the French use of "mirror" accounts, Poland
uses contra accounts to segregate the main stages of cost move-
ments. That is, instead of making direct credits to individual cost
accounts when recording transfers out of the "costs by nature"
classification and into production, a credit-balance contra account
is used.' The Polish technique was designed for macroaccounting
' An equivalent practice in the United States is the use of a credit balance "applied
factory overhead" account.
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purposes, but it has the additional advantage of leaving clear audit
trails as costs progress through the various stages of classification
and accumulation. Poland has retained the two separate but
integrated cycles for financial and cost accounting. This feature
serves social statistical purposes, however, by permitting calculation
of enterprise financial results on two different bases and has not
been extended to provide for other management-relevant infor-
mation such as imputed costs.
^
In making its most recent system-design changes, Poland con-
sidered the experience of its market-oriented neighbor, Hungary.
Beginning with fiscal year 1984, general factory and administrative
expenses are treated as a period charge rather than as an element
of production costs. This innovation constitutes not only a move
toward direct costing but is also designed to make enterprises more
cost conscious now that these indirect expenses can no longer be
inventoried.
A simplified outline of the structure of Poland's two-cycle
accounting system is presented in Exhibit I . In the external cycle,
the financial result account, which constitutes earnings before
income tax and a new form of payroll tax, accumulates through
closing entries the broad categories of data needed for calculating
both national income and enterprise profitability. These data
include costs classified by nature; sales; turnover tax, which is
included in sales; various subsidies; and the gross profit on sales
of commodities such as by-products. Two other types of transac-
tions, to be described later, are extraordinary profits and losses
and equalizing settlements. The final closing entry acts as the
linchpin between the two cycles by transferring to the financial
result account the net increase or decrease in production inven-
tories for the period.
Before calculating enterprise results from both macro and micro
standpoints, we need to describe the Polish method of determining
national income.^ In common with other socialist countries, Poland
includes only its "material production area" in national income
calculations. Activities of a "productive" nature include product
manufacture, including repairs and maintenance; transportation
* For an illustration of the German two-cycle accounting system with imputed
costs, see Hanns-Martin W. Schoenfeld, Cost Terminology and Cost Theory: A Study
of Its Dex'elopment and Present State m Central Europe (Urbana. 111.: University of
Illinois Center for International Education and Research in Accounting, 1974),
31.
^ For a more comprehensive description see, Glowny Urzad Statystyczny, Rocznik
Statystyczny (W^rs^w, 1984), 70-72.
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Exhibit 1. Basic Structure of Poland's Two-Cycle Accounting System
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and delivery of products to customers; and work expended on
providing transportation services to the public. Areas of the econ-
omy which are engaged in "material production" include industry,
construction, agriculture, forestry, transportation and communi-
cations, trade, the local economy, and a broad "other" category
which includes publishing, the film industry, informational services,
and multidivisional units providing material services.
For macroaccounting purposes, costs by nature must be classified
as either "material" or "non-material." Costs which fall into these
classifications are detailed in a later section dealing with costs by
nature. Gross yiational income is determined by deducting "material"
costs, other than depreciation, from the total amount of production
created in the material production area. A further deduction of
fixed asset depreciation expense from gross national income then
yields yiet national income. The components of net national income,
also known as net production (produkcja czysta), are, therefore,
nonmaterial costs and accumulation (akumulacja) consisting of the
financial results including turnover tax, subsidies, and other state
settlements.
From Exhibit 1 , an enterprise's contribution to national income
can be calculated as follows:
Sold production 980
Gross profit on sale of commodities 25 1 ,005
Plus unrealized production
(increases in inventories) 123
Total production 1,128
Less:
Material costs (700) less assumed
amount of 80 for depreciation expenses 620
Contribution to gross national income
Less depreciation of fixed assets
Contribution to net national income
An alternative way of arriving at the same result is
Nonmaterial costs 300
Accumulation
Turnover tax 100
Net profit before income tax 28 128
Net production 428
The value of unrealized production is determined in the internal
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accounting cycle and, as mentioned earlier, is the key item which
links the two cycles together. Costs by nature are transferred to
the internal cycle via the cost-clearing account, and then they flow
in two divergent streams. One stream takes inventoriable costs
through production, on to inventory accounts, and then to cost of
sales. The other stream directs selling expenses, or general factory
and administrative expenses, to cost of sales as period costs. The
cost of sales is closed to the cost clearing contra account which, it
will be recalled, had previously been credited for the total cost
input. Consequently, any balance remaining in the cost-clearing
contra account would be attributable to inventory increases or
decreases. This balance is closed to the financial result account,
thereby bringing the two cycles into equilibrium. Now that the
broad outline of the two-cycle system has been sketched, we will
concentrate on the details of the industrial cost accounting system.
THE NEW COST ACCOUNTING GUIDELINES
In November 1983, the Ministry of Finance issued new guidelines
for gathering, calculating, and analyzing production costs in state
industrial enterprises.'" These guidelines prescribe the minimum
requirements for uniformity of practice in the interests of financial
control, central planning needs for information, and evaluation of
reported enterprise performance. That is, certain cost accounting
principles, such as the classification structure of costs by nature
and the scope of cost calculations, are mandatory. Otherwise, a
considerable amount of flexibility is permitted for management
information purposes. Although the guidelines mainly concern
actual (historical) cost accounting, enterprises are encouraged to
develop standard and variance costing systems which reconcile to
the historical cost records practices which are still very underde-
veloped. Enterprises are also free to run parallel direct costing
systems which, although for internal use only, should promote both
cost control and the fixed versus variable cost orientation which
is needed for analyses such as idle capacity and break-even, as well
as flexible budgeting.
A more detailed sketch of the cost flows in the internal accounting
cycle is provided in Exhibit 2. The starting point is the accumulation
of costs in the cost by nature accounts.
'" Zarzadzenie Ministra Finansow z dnia 7. XI. 83. Dziennik Urzedowy Ministerstwa
Finansow nr. 17/83.
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Exhibit 2. Cost Flows in the Internal Accounting Cycle
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(1) Costs are transferred into the internal accounting cycle by crediting the costs by nature
contra account.
(2) Cost transfers between auxiliary production and purchasing expenses.
(3) Cost allocations from auxiliary production and purchasing expenses.
(4) Departmental expenses allocated to basic production.
(5) Actual costs of completed and incomplete production are transferred to the production
contra account and the work in process inventory account, respectively.
(6) The budgeted costs ofcompleted production are transferred to the finished goods inventory.
Any variances between actual and budgeted costs are transferred to the variances account.
(7) The cost of goods sold is recorded with budgeted costs and allocated variances separately
identified.
(8) General factory and administrative expenses and selling expenses are closed to cost of
goods sold at the end of the fiscal period.
(9) The cost of goods sold account is closed to the costs by nature contra account at the end
of the fiscal period.
54 THF. INTERNATIONAL JOURNAL OF ACCOUNTING
COSTS BY NATURE
For national statistical purposes, costs by nature are classified as
"material" costs of nonlabor production factors, and "nonmaterial"
costs which contribute value-added.
Material costs include amortization and depreciation, materials
used, power and energy, and outside services and processing of a
"material" nature. The amortization of certain types of deferred
charges and the depreciation of fixed and leased assets are made
on a straight-line basis using centrally established uniform rates.
As mentioned, the 1983 comprehensive revaluation of fixed assets
resulted in the substitution of indexed values for historical costs.
Because of the magnitude of the consequent increase in annual
depreciation charges, enterprises were permitted to amortize the
first year's depreciation adjustment over three years.
The costs of various materials used include raw materials,
purchased products, spare parts, packaging materials, and fuel, as
well as small tools costs reduced by scrap value, and normal amounts
of inventory shrinkage. Average cost is generally used, although
first-in, first-out (FIFO) and last-in, first-out (LIFO) costing methods
may also be found in practice. Power and energy are charged on
the basis of the value assigned by the supplier.
Nonmaterial costs include wages and salaries, surcharges on
earnings, charges to special-purpose funds, and nonmaterial exter-
nal services. The payroll includes earnings paid in money or in
kind, except amounts provided by charges against special funds.
Surcharges mainly consist of a 20 percent payroll tax on wages
and salaries, plus a 43 percent social insurance contribution.
Costs are also created through special charges, such as charges
for the enterprise's social fund, housing fund, and fund for technical
development. Amounts raised through these charges must be
segregated, and the maximum amounts which may be accounted
for as costs are regulated. For example, social fund charges may
not exceed 50 percent of the lowest national average pay multiplied
by the size of the enterprise's work force. For the housing fund,
a 25 percent rate is substituted.
Nonmaterial external services include real estate taxes, bank
charges and interest on loans, certain rents, business travel ex-
penses, and payments to employees for the business use of personal
material and equipment.
Before tracking the flows of costs to and through the various
cost centers, it is useful to identify the cost-determination elements
and their general classifications, as well as to provide definitions.
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COST-DETERMINATION ELEMENTS
The cost-determination elements and their general classifications
for an industrial enterprise manufacturing various products are
presented in Exhibit 3.
Direct costs are determined in the same way as in the United
States, and the allocation bases for indirect expenses are also very
similar in both countries. There are, however, differences in the
composition of the indirect expense pools.
Departmental expenses are factory overhead expenses, according
to U.S. cost accounting terminology, because they constitute in-
direct production costs originating in basic production depart-
ments. However, as explained later, a number of costs which would
be classified as factory overhead in the United States are included
in general factory and administrative expenses in Poland. Depart-
mental expenses mainly include costs of maintaining machinery
and other production equipment in service, departmental man-
agement, storage and technical inspection of products, heating,
lighting, work safety and hygiene, and maintenance of buildings.
A number of alternative allocation bases are permitted, assuming
that the chosen base will best reflect the most equitable or appro-
priate relationships between base and pool. In practice, the most
prevalent bases are direct labor hours, machine hours, or direct
Exhibit 3
Cost- determination elements
Direct materials '
Fuel and power
Purchasing expenses (material handling)
Direct labor and surcharges
Other direct costs
Departmental expenses
Losses from defects ,
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Technical
production
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production
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labor costs plus surcharges. The guidelines recommend the use of
constant (predetermined) allocation rates based on planned rates
or on the prior year's experience. Anv differences between actual
and constant rates would be treated as costs of finished products.
Lossesfrom defects are charged with the costs of defective products
which cannot be corrected, as well as the costs of correcting defects
and performing repairs under warranties, decreased bv anv scrap
values or compensation awarded. Those enterprises, which are
authorized to create reserves for guaranteed repairs, can estimate
warrantv expenses rather than record incurred costs only. In mass
production, losses from defects are charged to the current pro-
duction costs of products to which the defects are related. In job-
order or individual production, defect losses are charged to those
products in which the defects originated. In cases where such costs
cannot be recovered, such as when final settlement has already
been made with the customer, for example. the\ are included in
general factorv and administrative expenses.
Generalfactory and administrative expenses consist of three elements:
the administrative costs of the enterprise as a whole, general factory
overhead not directlv identifiable with particular departments, and
certain other expenses which would be included in selling or
markteing expenses in the United States.
The factorv overhead items include technical improvement costs,
and security services and maintenance of buildings, laboratories,
and technical construction oflFices. Examples of the sales-related
expenses include pav plus surcharges for permanent sales personnel,
costs of maintaining nondepartmentalized marketing units, ship-
ping office costs, sales-related travel and delegation (i.e.. to con-
ferences, etc.) costs, and product analvsis and testing.
The change to period cost treatment for general factorv and
administrative expenses in 1984 introduced a modified direct
costing approach, the argument being that because most of those
expenses are fixed, thev should be covered bv the current year's
profit margin. This concept was not, however, extended to include
fixed departmental expenses, which are included in the technical
production costs. As in the case of revaluation depreciation, en-
terprises are permitted to charge the first year's financial effects
of this accounting change over a three-year period.
For special purposes, such as profitabilitv evaluation for certain
products or establishing prices on a cost-plus basis, general factorv
and administrative expenses may be treated as allocable to pro-
duction on condition that these cost studies not form part of the
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formal accounting system. Possible allocation bases may include
total direct labor costs plus departmental expenses, technical pro-
duction costs, or the value of production to be marketed.
Selling expenses refer to a limited number of costs incurred in
connection with sales efforts. Advertising expenses are included,
as well as the costs of transferring goods directly from production,
or from the enterprise's own warehouses, to the buyer. In a
multidepartmental enterprise with a centralized sales activity, the
costs of maintaining departmental warehouses of goods for sale
may also be included in selling expenses. Selling expenses are
charged to cost of sales as period costs and are allocated to those
products which generate selling expenses, using some appropriate
basis which considers relative sales administration effort and selling
techniques.
COSTS BY COST CENTER AND PRODUCT
The assignment of cost, by cost element, during the production
phase follows the same general costing philosophies as in the
United States, but it diverges from U.S. practice in certain respects.
Poland, in common with other socialist countries, distinguishes
between basic production, or main output effort, and auxiliary
production, consisting of such support activities as transportation,
conservation-renovation, energy supply, and workshops making
tools and instruments.
Costs are first transferred from the cost by nature clearing contra
account to the main cost centers: basic production, auxiliary
production, purchasing expenses (material handling), departmental
expenses, general factory and administrative expenses, and selling
expenses. Auxiliary production costs are usually allocable to basic
production, departmental expenses, general factory and adminis-
trative expenses, and deferred charges. This latter account may
also occasionally receive charges from basic production, such as
research and development costs.
Deferred charges, known in Poland as interperiod costs, include
costs of preparing new production, certain fixed asset repairs, and
special cases such as the cost of sales for export delivery when
costs have been incurred but when the related sales have not yet
been recognized for accounting purposes. They are generally
amortized over three years, although a five-year write-off period
is permitted under special circumstances.
Costs of completed production are transferred at actual cost to
the production contra account. There they are analyzed by cost
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element and compared with budgeted amounts or statistical esti-
mates. Because this cost anaK sis involves analvtical or memorandum
records, it operates differentU from the American use of general
ledger standard cost and variance accounts. Under the Polish
approach, budgeted costs and variances for materials, labor, and
departmental expenses are separateh identified \vhen completed
production costs are transferred to the finished goods account! s)
and when costs of sales are recorded. These transfers mav be based
on FIFO. LIFO. or weighted average costing methods. In job-
order costing, work in process is allocated a share of the total
budgeted cost variance in proportion to the percentage of work
completed.
DETERMINING THE FINANCIAL RESULT
The financial result is calculated in the following manner:
Sales
Less cost of sales
Plus minus profit or loss on other ' casual i sales
Plus extraordinar\ profits
Minus extraordinar\ losses
Minus turnover tax
Plus subsidies
Plus minus favorable or unfavorable equalizing settle-
ments in foreign trade
Plus minus favorable or unfavorable price equalizaticjn
differences
Equals the financial result.
Certain of these terms meriti^ explanation.
Extraordinary Profrts and Losses
Extraordinary profits and losses are defined as those transactions
which cannot be anticipated and consequentK cannot be provided
for in advance, or do not occur regularh. or cannot be considered
as usual mormab economic transactions. Thus, these characteristics
are more inclusive than those which define extraordinary profits
and losses in the United .States. Examples follow.
Extraordinary profits Extraordinary- losses
Additicjnal current assets disccjv- Losses of tangible assets, such as
ered during inventor)- taking. monev. materials, or products,
resulting from fires, catastro-
phes, theft, etc.
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Receipts from receivables pre- Losses from obsolescence of
viouslv considered to be uncol- fixed assets or liquidation of as-
lectible. sets not fullv depreciated.
Compensation received as dam- Shortages of current assets dis-
ages, as well as additional inter- covered during inventor^' tak-
est paid as penalties bv cus- ing.
tomers or suppliers. Write-off of bad debts.
Various t\'pes of industrial fines
and penalties.
TURNOVER TAX
Under the recent reforms, the turnover tax became one of the
elements used in setting prices. Consequentlv. it is an important
mechanism for central steering with respect to contractual or
regulated prices. The need for flexibilitv in varving the turnover
tax in order to stabilize the market in certain sectors is reflected
in the 1983 budget la\N. This law empowers the Minister of Finance
to chancre turnover tax rates during the course of a fiscal vear in
response to market conditions or a justified growth in production
costs.
In 1983. turnover taxes increased over 1982 bv approximaielv
50 percent. With respect to contractual or regulated prices, tax
rate increases aflfected luxurv consumer goods, such as automobiles,
televison sets, and certain household equipment.
SUBSIDIES
The extent of subsidies, which in 1983 covered a wide range of
products, is now limited to a few vital necessities: food, coal, and
transportation. Another essential change lies in the structure of
subsidies, with increases going to foodstuffs and supplies and
decreases for non-foodstuff consumption items. For items with
regulated prices, such as children's shoes, subsidies are provided
based on state economic policv. Where prices are set bv the state
(fixed or controlled prices), subsidies are given where prices are
lower than production costs or purchase costs to the supplier.
Subsidv rates varv between industries and mav also change during
the course of a budget vear as a result of enterprise profitabiliiv
evaluations made b\ the appropriate financial control organization.
DISTRIBUTION OF THE FINANCIAL RESULT
The audited profit, minus turnover taxes, is known as distributable
profit, and there are two main tvpes of profit distributions: man-
dator\ and discretionary Mandatorv distributions, considered first.
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consist of a linear income tax and charges for a newly created
reserve fund.
Enterprise income tax is paid in periodic installments on an
estimated basis, pending an audit of the financial result on behalf
of the state Treasury Department. After audit verification, the
financial result is subject to adjustment, for tax-determination
purposes only, for any costs or losses determined to be "unjusti-
fied."" This nomenclature is applied to items such as certain levels
of increases in administrative expenses as compared with the prior
year; certain percentages of the costs of repairing defective products
returned by customers; and various fines imposed for violating
enrionmental protection regulations, or for producing substandard
output. The audited financial result, with any unjustified costs or
losses added back, is then subject to a 55 percent income tax.
The excess earnings tax was conceived as a mechanism to control
wage and salary increases. The underlying rationale posits that
pay raises should be justified by, or linked to, increased output. A
certain minimum level of pay increases, matched against a minimum
level of increased output, calculated from adjusted sales figures,
known as net production surplus, is free of this charge. Above
these levels, progressive tax rates apply. Even though the excess
earnings tax is charged against the financial result account, it is
not technically a distribution of profit. If, for example, the enter-
prise has suffered losses, or has insufficient profit to cover the
contribution, its loss will be increased.
The reserve fund is designed to help protect the enterprise
against the financial consequences of possible losses and is built,
from a required minimum 10 percent charge against distributable
profit. Contributions to the fund may be discontinued when its
balance exceeds 4 percent of operating costs in a particular fiscal
year. If the enterprise has a lower distributable profit in one year
than in the prior period, or if it still has a balance in the reserve
fund after covering losses, the enterprise is free to make a transfer
from the reserve to the development fund to the extent that the
remaining balance in the reserve fund is not less than 2 percent
of the operating costs in the same fiscal year.
Discretionary distributions of profit include appropriations to
special-purpose segregated funds, such as the development fund
and the employees' fund. The development fund is primarily
intended to be used for payments of bank credits advanced for
" This same concept is used for cost determinations under U.S. Government
contracts.
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investments in fixed assets. However, it can also be used for
financing acquisitions of turnover assets. The fund's resources are
provided by discretionary charges against distributable profit,
amounts set aside to match (fund) depreciation charges, and any
proceeds from fixed asset disposals.
The employees' fund is intended to provide supplementary
benefits for the enterprise's employees, in addition to those pro-
vided for as enterprise costs. The fund is normally used to cover
bonuses and other types of financial rewards. Other funds may
also be established for various other types of activities, such as
financing social events or holidays for the employees.
THE NEW CONCEPT OF JUSTIFYING COSTS INCURRED
The orientation of the economic reforms toward profit maximi-
zation and improved efficiency in resource utilization has led to
wide-scale efibrts to revise and improve enterprise cost accounting
systems. A sense of urgency was both stimulated and strengthened
by the new requirement, introduced by the state Agency for Prices
(Urzad Cen) and also used by the Treasury's income tax authorities,
that costs and losses must be justified or reasonable (uzasadnione)
to be allowable.
Under the regulations issued by the former Minister for Prices,'^
costs and losses included in cost determinations for fixed and
regulated prices must conform to enterprise standards. However,
enterprise yardsticks must meet certain criteria, for example,
standards or estimates which are acceptable if the enterprise has
no standards may not exceed actual rates experienced in the
production of similar goods. Because standard costing is very
underdeveloped in Poland, most enterprises covered by these
regulations have had to review the adequacy of their costing
systems. The following outline of these new costing provisions
provides some details of the data which some enterprises now must
maintain to meet compliance requirements.
Commencing with direct charges, material costs must reflect
standard quantities with allowance for scrap losses, and actual losses
resulting from technology, limited to standard amounts. Labor cost
calculations must be based on standard hours, multiplied either by
actual average hourly pay rates or standard rates, for the particular
operations involved, plus fringe benefits (which are treated as
direct costs). Special costs, such as preparing for new production,
'^ Decree of the Minister for Prices, dated December 31, 1982, as to the principles
for determining justifiable costs. See Diiennik Uslaw (1983), nr. 1, poz. 10.
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or the costs of special tools and instruments, are to be amortized
over the anticipated production period of three vears, whichever
is shorter, although a five-vear period mav be permitted, depending
on the amount of costs and the length of production life involved.
The costs of repairing defects, whether discovered bv the enterprise
itself or resulting from warrantv claims bv customers, cannot exceed
enterprise standards. If no standards exist, such repairs may not
exceed 50 percent of the prior vear's actual experience.
In calculating indirect costs, overhead rates for departmental
expenses and general factorv and administrative expenses are to
be based on actual costs incurred in the prior period, assuming
full staffing or at least two-shifts capacitv usage. An enterprise may,
with the approval of its founding ministrv. adopt other capacitv
rates because of its particular technolog\ or because it was not
working two full shifts in the prior vear. Material handling and
selling expense rates are also limited to the previous vear's actual
rates. The appropriate district agencv for prices mav, however,
agree to raise allowable overhead rates if indirect cost increases
over prior vear amounts are attributable to circumstances bevond
enterprise control, such as increases in transportation charges or
in taxes accounted for as costs. A final provision relates to the
learnincr curve, because these cost determination regulations as-
sume mature (technicallv mastered) production. When, however,
production is performed in a new work unit, or under a purchased
license for new products, or requires the activation of new tech-
nological lines, a\erage production costs must be estimated. These
are calculated as the quotient of total anticipated costs and projected
production quantities over the expected production period or
three vears. whichever is shorter
An added cost efihciencv is woven into a new economic policv
which affects the method of determining allowable profit, such as
in the case of "cost-plus" pricing. The base for profit margin
calculation has now been changed from full cost to conversion
cost, thus excluding all materials and purchasing costs, in order to
link profitabilitv with labor productivitv.
THE DEVELOPING NATURE OF THE ACCOUNTING FUNCTION
Poland's efforts to introduce possibilities for market self-regulation
in tandem with central planning have necessarilv required continual
experimentation in identifving. developing, and refining appro-
priate mechanisms for improving enterprise efficiencv and effec-
tiveness. In addition to the important concept of "justified"" costs,
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just described, and the excess earnings tax, which attempts to link
increases in wage levels with real increases in productivity, various
other incentive plans have been introduced, such as bonuses aimed
to motivate enterprises to economize on materials and energy.
The basic structure of the two-cycle accounting system has been
kept intact. However, the new emphasis on microlevel efficiency
obviously called for provisions for individualizing management
information systems. So, flexible cost accounting guidelines were
established whereby certain information, such as costing for price
setting or profitability evaluation, can be developed independently
of the formal accounting system. This relative pliancy in the cost
accounting ground rules is also beneficial because both internal
and external demands for information of various types and for
various purposes are constantly changing.
Cash flow control has also assumed added importance, and this
is reflected in a new accounting approach to revenue recognition,
which is aimed at assuring the collectibility of recorded sales.
Starting in 1984, accounts receivable which are not realized by
January 25, that is, the first month of the new fiscal year, are
excluded from the revenue of the year in which they were
generated. Additional moves toward cash-based accounting, rather
than accrual, are also being considered.
The academic community is heavily involved in the efforts to
improve the accounting function, providing consulting services to
the government and industry and off^ering continuing education
courses. The prominence now accorded enterprise accounting
information systems is hoped also to have a beneficial eff^ect on
the overall growth and development of the accounting function
itself.
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Accountants' Legal Liability: An International
Comparison
PAUL HOOPER, JOHN PAGE, and KAREN SMITH*
During the past twenty-five years, the growth of public accountants'
legal liability to third parties for negligence and fraud has reached
beyond the most pessimistic (from the accountants' point of view)
predictions of legal commentators of the early 1960s. Many and
varied professional, business, and societal factors are responsible
for the growth in the scope of this liability. It is now clear, however,
that a major shift of investment risk from investors themselves to
the independent accountants who certify financial statements has
occurred. This shift of risk has manifested itself in skyrocketing
liability insurance premiums, the withdrawal of professional liability
coverage, and a general concern as to the scope of legal liability
in the public accounting profession.
In light of these developments, a question arises as to how public
accountants' legal liability has evolved in other countries with
economic systems similar to that of the United States, and if the
evolution has been different, the reasons for and implications of
such differences. The accounting profession in the United States
may be able to learn from the experiences in the similar but
distinct legal systems of the United Kingdom and Canada, and the
reverse may also be true. Because the accounting and legal estab-
lishments of the United Kingdom formed the basis of these systems
in the United States, the United Kingdom is the most obvious and
* Paul Hooper is Professor of Accounting at the University of Delaware.
John Page is Associate Professor of Accounting, A. B. Freeman School of Business,
Tulane University.
Karen Smith is Staff Accountant, Price Waterhouse.
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relevant nation to examine. In addition, because it is influenced
heavily by the United Kingdom and by the United States, a study
of Canadian practice may give additional insight.
INSTITUTIONAL DIFFERENCES AMONG THE COUNTRIES
Both statutory and common law, as depicted in Exhibit 1, form
the basic components of a legal system and influence litigation
results involving accountants and its development. However, other
factors may contribute equally to diff^erences among nations. In
examining the United Kingdom and the United States, environ-
mental circumstances and certain procedures and legal norms
reveal several distinct features. In the United States, e^rly suits
aff^ecting liability did not focus on the accounting profession. But
as the accounting establishment in the United States matured,
uncertainty as to the scope of responsibility was resolved more and
more frequently through the courts. By contrast, the accounting
profession in England developed much earlier. Therefore, a lack
of uncertainty meant relatively little court action, and common
law did not simultaneously influence or promote changes within
the profession. Only upon observation of developments within the
United States were the courts used in the United Kingdom to
expand liability. In the late 1960s and 1970s, when institutions as
a group came under question in the United States, litigation again
returned to the accounting establishment. Because these challenges
were not as great in England, change again occurred first in the
United States.
Procedural restrictions also aid in shielding the United Kingdom
from the litigation experienced in the United States. The U.K.
Exhibit 1. Sources of Legal Liability of Accountants
Accountants' liability
I
I
Under common law Under written law
(contract law and tort law) (government statutes)
I 1 I I
To clients To third parlies To third parties To society
(contract law) (tort law) (civil) (criminal)
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system forbids contingent fees, which are currently popular among
U.S. attorneys. While this device encourages the dissatisfied to
attempt a suit, the U.K. rule acts as a deterrent to unnecessary
cases. The rule is especially effective because within the United
"
Kingdom, costs are of primary importance throughout a legal case.
Whereas the successful U.S. party may recover only certain inci-
dental trial expenses, in a U.K. court action, the loser pays much
of the successful party's cost, including counsel fees. An appeal
lost in the United Kingdom again requires payment of the oppo-
nent's expenses. Also, a party intentionally discontinuing an action
must pay all the opposition's costs. This emphasis on cost avoidance
discourages many suits and encourages pretiral settlement, thereby
reducing court action.
A close ally to the contingent fee is the class action suit. Born
in England, the class action suit has recently flooded the U.S. legal
system. This procedural device theoretically saves the associated
expenses and time of numerous common suits, while also ensuring
a uniform decision among all plaintifi^s. Although comparable to
those in the United States, class action type suits in England are
more restrictive and employed less frequently. Again, the focus on
cost reimbursement decreases its potential use. The representative
commencing the suit for other class members must bear any costs
not reimbursed while receiving only his or her portion of the
award. Without the contingent fee, the expenses associated with
a possible loss of the case transform a suit into a very risky venture.
In the U.S. system, costs are subtracted from the award before
apportionment, thus the prospect of a relatively risk-less (for the
plaintiff^) class suit with a potentially large damage claim and adverse
publicity encourages early settlement of many defendants of some
questionable cases.
Finally, judicial norms such as stare decisis (adherence to prece-
dent) have slowed the evolution of U.K. principles relative to the
U.S. system. Until recently, U.K. courts relied extensively on early
established opinions, whereas U.S. judges seemed more inclined
to depart from early precedents as circumstances changed.
COMPARISON OF STATUTE LAW
The Securities Acts in the United States, the Companies Acts of
the United Kingdom, and the Canadian Business Corporations Act
form the basis of statute law affecting accountants in each of these
countries.
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The U.K. Companies Acts
The Companies Acts, written and periodically amended by Parlia-
ment, are the oldest sources of U.K. commercial law. While the
1948 re-codification and 1967, 1980, and 1981 amendments of
the acts include the most recent and relevant provisions. Companies
Act legislation dates from 1848. Common to all U.K. territories,
the Companies Acts resemble the U.S. Securities Act of 1933 and
the Securities and Exchange Act of 1934. The acts of both nations
attempt to establish greater control over corporations and their
reporting practices. As early as the nineteenth century, Parliament
decided that only legislation would initiate needed improved prac-
tices by businesses.
The Companies Acts outline, among other business regulations,
general requirements for financial statement content and issuance.
In addition, they specify the accounting records firms must maintain
to permit a "true and fair" financial representation. Similar to the
Securities Act of 1934, the U.K. acts require audited financial
statements for all public limited liability companies and an opinion
by an independent auditor. Regulation S-X, Article 2 of the U.S.
legislation specifies those auditors legally recognized to issue an
opinion. Likewise, the Companies Acts identify the appropriate
qualified individuals.
Despite these parallels in the general content of the legislation,
several differences exist among the more detailed statements. A
shareholder in the United Kingdom has no statutory basis for
action against accountants for negligent misrepresentation of a
prospectus or registration statement. An investor may sue the
company, but the Companies Acts allow only actions for fraud
against company directors or agents (such as accountants). The
plaintiff also must prove reliance on the misstated prospectus and
a resulting loss. These elements are in sharp contrast to the
Securities Act of 1933. Section 1 1 grants stockholders broad power
to sue anyone involved in the preparation of incorrect registration
statements. Neither privity, reliance, deceit, nor loss are relevant
defenses, and actions for negligence are permitted against the
responsible auditors.
Another example of differences between these statutes is evident
upon comparison of Section lOb-5 of the U.S. act with the U.K.
Prevention of Fraud (Investments) Act of 1958. The latter U.K.
legislation prohibits the use of misleading information to induce
actions involving securities and explicitly requires the presence of
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scienter (intent to deceive). The U.S. equivalent, more vaguely
worded, necessitated a Supreme Court ruling in Hochfelder v. Ernst
& Ernst^ to interpret its appropriate limits and requirements.
THE CANADIAN BUSINESS CORPORATIONS ACT
The Canadian statutory environment remains distinct from that
of either the United Kingdom or the United States and thus merits
separate consideration. First, a dual system of government forms
the basis of Canadian institutions. While the federal level directs
and coordinates affairs nationally, ten individual provincial gov-
ernments also contribute their own guidelines. Businesses may
organize under either the federal or provincial system, with the
federal regulations generally creating a greater degree of control
over the company. While similar in overall content, specific incor-
poration and filing requirements may differ among these provinces
and between them and federal regulations.
Some Companies Acts legislation in Canada, dating from earlier
English rule, remains valid or has been appropriately amended;
however, the majority of relevant standards exists in more recently
enacted commercial statutes. Those companies under federal reg-
ulation comply with the Canadian Business Corporations Act of
1975. Like the U.K. Companies Acts, this act contains general
laws regarding incorporation and subsequent operation. The pro-
spectus and financial statements accompanied by an independent
auditor's report must be filed with the Department of Consumer
and Corporate Affairs. Another section requires the maintenance
ofadequate accounting records. Provincial codes frequently request
that similar reports be submitted to the individual governments.
Unlike the United Kingdom and the United States, however, the
Canadian government does not specifically designate chartered
accountants as the only ones authorized to conduct audits.
Throughout accounting practice, in comparison to the United
States or United Kingdom, Canada has fewer requirements or
restrictions. While the majority of the provinces have established
some type of commission to regulate the sale of securities, no
agency delegated by the federal government functions in the
investigational and enforcement capacity of the U.S. Securities and
Exchange Commission.
Hochfelder v. Ernst & Ernst (1974). 503 F. 2d 1 100.
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COMPARISON OF THE DEVELOPMENT OF COMMON LAW
Although criminal law may also define accountants' responsibilities,
civil actions, which occur much more frequently, form the body
of accountants' liability under common law. Civil actions encompass
both breach of contract and tort claims; however, this section will
focus on the most dynamic, relevant, and troublesome area for
accountants' legal liability, third-party negligence (i.e., tort) suits.
Common law (i.e., the law and procedures recognized from
litigation developments and decisions), has been the driving force
in expanding the duties and standards of accountants in all three
nations. The early close relationship of the United States with the
United Kingdom resulted in initial dependence on their decisions.
However, as the U.S. accounting profession developed to an
equivalent level, the United Kingdom began to observe U.S. legal
proceedings and cite U.S. precedents. Because of both the U.K.
dominance and the early absence of an accounting establishment
in the United States, Canada initially maintained and followed
many elements from U.K. practice. More recently, however, the
Canadian accounting profession has begun to observe more fre-
quently events within the United States.
United Kingdom
The earliest U.K. court decisions concerned the specific duties of
auditors, not definitions of the degrees of responsibility and care
owed by the accountant. The first significant case addressing the
extent of duty was Derry v. Peek^ in 1889. The shareholder, Derry,
having no contract with the directors responsible for the registra-
tion issuance, brought an action for fraud. Because (1) the incorrect
statements resulted only in financial loss, as distinguished from
physical damage, and (2) the lack of privity of contract between
the parties, only an action alleging deceit in fraud was permitted.
Fraud as distinguished from negligence generally includes an intent
to deceive. In negligence, the defendant believes in the assertions
with misrepresentation resulting only from carelessness. The find-
ing in Derry v. Peek disallowed third-party negligence suits and
further reinforced the doctrine that a greater duty of care under
circumstances of potential physical harm as opposed to economic
or financial loss existed.
A subsequent case in 1893 explicitly reinforced the premise
advanced in Derry v. Peek. Although not involving accountants, the
case of Le Lievre v. Gould^ focused on the incorrect certification of
2 Derry v. Peek (1889), 14 A.C. 337.
^ Le Lieire v. Gould (1893), 1 Q.B. 491
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an architect. The plaintiff relied on the architect's incorrect state-
ment of the stage of completed construction to collect mortgage
payments and in turn pay the builder Again, the court refused to
allow a suit for negligence in the absence of a duty of care. In
addition to the lack of a contract and only economic damage, a
further distinguishing element was disclosed. Similar to the phys-
ical/pecuniary distinction, negligence via written statements was
thought neither equivalent to nor as foreseeable as the careless
use of lethal items. Lord Justice Bowen summarized the law at
that time,
... it does not consider that what a man writes on paper is like a gun
or other dangerous instrument, and, unless he intended to deceive, the
law does not, in the absence of contract, hold him responsible for drawing
his certificate carelessly.^
In 1914, however, the case of Nocton v. Ashburton^ extended the
boundary of claims to include actions for negligence where situa-
tions revealed a clear duty to be careful. While supporting Derry
V. Peek, the Lords were of the opinion that where a special
relationship exists, suits for negligence may be brought by third
parties. Thus, Derry v. Peek could no longer be used to limit
arbitrarily the scope of suits.
Meanwhile, in the United States, third-party recovery was being
expanded for physical loss in 1916 with MacPherson v. Buick,^ a
product liability case, and to include financial loss in 1922 in
Glanzer v. Shepherd,'' involving an incorrect certificate of weight.
Applying the criteria of a foreseen third party likely to be affected
(known reliance), the U.S. courts further extended the law for
negligence. The Ultramares^ decision in 1931 subsequently checked
the expansion of duty to third parties, although .some inroads into
the physical/economic distinction had occurred and third-party
actions for negligence were still permissible in cases of physical
damage.
In the United Kingdom, however, except for circumstances
revealing a special duty (per Nocton v. Ashburton), third-party actions
continued to be limited to fraud. In 1932, however, in Donoghue
V. Steveyisori,'-' the United Kingdom departed from its established
' Ibid.
W'octon V. Lord Ashburton (1914), A.C. 932.
^MacPherson v. Buick Motor Co. (1916), 217 N.Y. 382.
' Glanzer v. Shepherd (1922), 233 N.Y. 236.
^ Ultramares Corporation v. Touche et al. (1931), 255 N.Y. 170.
^ Donoghue v. Stevenson (1932), A.C. 562.
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doctrines and moved to the doctrine that had been applied in the
United States in 1 9 1 6 in MacPherson. Similar to Nocton, the Donoghue
case established that duty may exist without privity. In this product-
liability case (a decomposed snail in a bottle of beer), the consumer
claimed physical harm due to the negligent actions of the manu-
facturer. Lord Atkin cited foresight as the appropriate test and on
the basis of a special relationship found a duty of care did exist to
persons who are closely and directly affected by an act. Thus,
inroads into the privity doctrine similar to those already occurring
in the United States began to be introduced in the United Kingdom.
The next influential case within the United Kingdom was Candler
V. Crane, Christmas and Company^^ in 1951. The lasting implication
of this case was not the finding of the court, but rather the
dissenting opinion of Denning, one of the judges. The plaintiff,
relying on negligently prepared statements, invested in a company
which subsequently went into liquidation. He sued the responsible
firm of accountants for negligent performance. The court held no
duty existed due to the lack of privity and thus denied a third-
party recovery. Applying the decision in Le Lievre v. Gould, the
majority opinion returned to the half-century old doctrine estab-
lished in Derry v. Peek.
Lord Denning's minority opinion, in this case, however, was to
lead to a theory of third-party liability to be followed in the future.
First, he believed Donoghue supported his view. This case had
allowed third-party negligence actions in certain circumstances.
Also, actions for negligent statements were permissible per Nocton.
Although Denning was not able to cite any precedents to extend
third-party negligence to financial loss, he was convinced the
distinction lacked any logic. Seeking to expand on this duty of
care. Denning reasoned that those possessing a skill, such as an
accountant/auditor, owe a duty to those they know will use the
product (in this case the statements) to make decisions. Thus,
actual knowledge of the users (test of proximity), along with
knowledge of the uses, is necessary to establish duty outside a
contractual relationship. His argument recognized that the inde-
pendent accounting profession existed due to third-party confident
reliance.
I think the law would fail to serve the best interests of the community
if it should hold that accountants and auditors owe a duty to no one but
their client . . . accountants owe a duty of care not only to their own
^° Candler v. Crane, Christmas cf Company (1951), 2 K.B. 164.
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clients, but also to all those whom they know will rely on their accounts
in the transactions for which those accounts are prepared."
The majority decision in Candler v. Crane had relied on a 1893
case and ignored later opposing precedents. Twelve years later,
the U.K. courts overruled Candler and began to move again toward
more similarity with U.S. decisions.
The current landmark case, Hedley Byrne & Co. Ltd. t'. Heller &
Partners Ltd.,^^ established in the United Kingdom an extension of
due care and liability. In response to a request for an opinion on
the financial health of a business, a group of bankers, Heller &
Partners, confirmed the company's good position. The plaintiffs,
relying on this assertion, accepted the business' credit. When the
business subsequently went into liquidation, Hedley Byrne sued
for negligence.
Although the courts in the United Kingdom had never permitted
third-party recovery for financial damage in a negligence action,
the plaintiff's counsel argued that the existence of a special rela-
tionship should allow recovery for economic loss. They cited several
U.S. cases including Glanzer While the plaintiffs discussed Donoghue
and attempted to extend the decision, the defendants relied on
the same case to demonstrate that no relationship of proximity
existed; the latter was created only under circumstances of physical
damage.
Again, the House of Lords, following the principle o{ stare decisis,
extensively analyzed prior major case decisions. Unlike Candler,
this court recognized Norton v. Ashburton in order to permit the
third-party negligence action. In addition, the Lords finally dis-
solved the physical/economic distitiction.
The Lords also reviewed Lord Denning's dissenting opinion in
Candler in order to discuss proximity and duty. Based on these
elements as defined by Denning, all five Lords agreed that a
relationship of proximity between Hedley and Heller did exist and
thus the defendant had owed a duty of care in supplying requested
information. Although they discussed Donoghue, the Lords' ruling
did not include the "reasonable foresight" criteria. Instead, they
chose to limit the liability to situations of known third-party
reliance.
Although the House of Lords believed the bankers had negli-
gently supplied information and a duty of care would have been
established, a disclaimer of responsibility by the bankers eliminated
" Ibid.
^'^ Hedley Byrne & Co. Ltd. v. Heller cr Parlners Lid. (1964), A.C. 465.
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any liability. However, the opinion did establish some important
legal doctrines. Hedley Byrne had (four decades later) matched the
U.S. ruling in Glanzer and finally eliminated the physical/economic
barrier dismissed much earlier in the United States.
Despite its immediate impact, the anxiety created by Hedley Byrne
did not materialize into the feared increase in liability suits. Only
recently in the United Kingdom did the topic again explode. In a
1977 case, Anns v. London Borough of Merton,^^ the courts reintro-
duced the test of "reasonable foresight," initially formulated in
Donoghue. Whereas the latter case concerned physical loss, Anns
was the first to apply this principle to the possibility of financial
recovery. Although the case did not involve an accounting firm,
it established a precedent subsequently applicable to the accoun-
tant's professional liability. The plaintiff argued that the local
council inspected a block of flats without due care. Not only did
the Lords apply the foresight doctrine, but Lord Wilberforce
discussed an additional new element. He believed cases should be
considered on their particular circumstances with less emphasis on
the application of a specific test or necessary criteria. After estab-
lishing that a sufficient degree of proximity exists to warrant a
duty, the courts should then carefully consider the specific facts to
decide the appropriate scope of that duty, he argued.
In a 1981 case against an accounting firm, the judges applied
the very principles discussed in Anns. In Jeb Fasteners Ltd. v. Marks,
Bloom & Co.,^'^ the plaintiff^ company took over another company
based on the latter's financial statements. The defendant auditors
did not know of the intended reliance of the plaintiff^ and thus
argued (per Hedley Byrne) that no duty of care existed. The courts
reasoned that the accountants should have reasonably foreseen the
company's need for financial aid and therefore the probable
entrance of a third party.
Justice Woolf, in analyzing the facts, followed the recommen-
dation of Anns. There was no "special relationship" existing as
Marks, Bloom & Co. did not actually know of the future reliance.
However, by applying the foresight test, a duty of care did exist.
The special relationship criteria were thus no longer the relevant
test. He explained,
. . . [the auditors] ought to have realised the accounts could be relied
on. . . . When he audited the accounts, Mr. Marks would not know
precisely who would provide the financial support, or what form the
^"^ Anns V. London Borough of Merton (1978), A.C. 728.
"'y*'* Fasteners Ltd. v. Marks, Bloom & Co. (1981), 3 All ER 289.
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financial support would take. . . . However, ... it does not seem to me
that it would be right to exclude the duty of care merely because it was
not possible to say with precision what machinery would be used to
achieve the necessary financial support. . . .'^
Jeb Fasteners also was decided employing a broad principle to the
specific case circumstances, thereby continuing the trend initiated
in An7is. The plaintiffs ultimately failed to secure a favorable
judgment, however, since it was established that a correct set of
financial statements would not have changed their actions.
These recent opinions have implemented the reasoning ex-
pressed in dissent by Denning in Candler. The U.K. courts now
recognize that reliance is the basis of the accounting profession
and that the primary purpose of independence is for third-party
assurance.
Exhibit 2 summarizes the facts, findings, and implications of the
major cases affecting the evolution of accountants' legal liability
in the United Kingdom from the late nineteenth century to the
present.
Canada
Because Canada remained until recently a member of the U.K.
Commonwealth, court decisions have relied extensively on the
cases and opinions from the United Kingdom. Since Hedley Byrne,
numerous Canadian cases involving different forms of alleged
negligent representation have repeated this famous opinion. In
1964, the case of Dodds and Dodds v. Millman,^^ concerning a
misrepresentation by a real estate agent, found that despite a lack
of contract, the relationship between the agent and plaintiff pur-
chasers established a duty owed by the agent. This parallels the
reasonsing employed since Norton v. Ashburton, particularly in Hedley
Byrne in the United Kingdom and Glanzer v. Shepherd in the United
States.
An often cited auditing case heard in the Supreme Court of
Canada in 1977 is Haig v. Bamford. " As in many third-party actions,
the plaintiff relied on incorrect financial statements and subse-
quently lost his investment. Like the 1977 U.K. case of Anns v.
London Borough ofMerlon, this case helped to extinguish the physical/
economic distinction in Canada and applied the same test formu-
lated in Hedley Byrne. Believing the foreseeability test to be unnec-
essary and knowledge of the specific investor or class to be too
'^ Ibid.
^^ Dodds and Dodds v. Millman (1964), 45 D.L.R. 2d 472.
^'' Haigv. Bamford {1917), 1 S.C.R. 466.
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Exhibit 2. The Evolution of Auditor Liability to Third Parties
in the United Kingdom
Case Findings Implications
Le Liei're v. Gould
(1893)
Nocton V. Ashburton
(1914)
Donoghue
(1932)
Stez'enson
Hedley Byrne cr Co.
Ltd. V. Heller <jf Part-
ners Ltd. (1964)
Jeb Fasteners Ltd. v.
Marks, Bloom cr Co.
(1981)
Refused a suit for
negligence in the ab-
sence of a contract
and only economic
damage.
Negligence via writ-
ten statements is nei-
ther equivalent to
nor as foreseeable as
careless use of lethal
items.
Extended the bound-
ary of claims to in-
clude actions for neg-
ligence where
situations revealed a
clear duty to be care-
ful.
Duty may exist with-
out privity; decision
cited foresight as the
appropriate test.
Dissolved the physi-
cal/economic distinc-
tion.
Recognized Nocton v.
Ashburton in order to
permit third-party
negligence action.
Auditors need not
know of intended re-
liance, but should
have foreseen proba-
ble entrance of a
third party.
Disallowed third-
party negligence
suits.
Conceivable that in
specific, closely de-
fined circumstances,
third-party suits for
negligence could be
sustained.
Attempt at defining
circumstances of
third-party suits for
negligence.
Extended liability to
situations of known
third-party reliance.
American Law Insti-
tute Second Restate-
ment of Torts incor-
porated a broadened
position of liability.
Extended liability to
situations of foresee-
able third-party reli-
ance.
narrow, the Court concluded that because the auditors knew or
should have known the limited class of third party users, a duty
of care did exist.
The limits of this responsibility, however, remain uncertain. In
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a 1979 case in Quebec, Albert Dupuis v. Pan American Mines Ltd. et
al.,^^ caused a new wave of anxiety among its observers. Alleging
a mistaken prospectus, Dupuis initially sued Pan Am, its directors,
lawyers, and accountants, and others for the loss of his shares upon
the removal of Pan Am shares from the Exchange list. The
plaintiff's case was actually only tried against the lawyers and
accountants who prepared the issued prospectus. The trial judge
determined the auditors were negligent and commented, "... I
believe he [the auditor] has a duty to make sure that the contents
of that balance sheet are accurate so that the prospective investors
will not be led into error by it.'"^ This decision extended duty
beyond a limited class {Haig v. Bamford) to all prospective investors.
On appeal, the Supreme Court of Quebec upheld the decision. As
this case concerned a prospectus (unlike Haig), its ultimate effect
on the scope of auditor responsibilities is still uncertain. However,
it does appear to approximate the extent of liability implied within
the Securities Act of 1933 of the United States.
A very recent case also illustrates the nearly equivalent degree
of legal liability development between Canada and the United
Kingdom. In March 1985, the Superior Court of the Province of
Quebec decided Retallack v. Maheux et al.,^° a case similar to Jeb
Fasteners. To support a potential merger, the defendant accountants
prepared audited financial statements. The judge agreed the aud-
itors performed negligently and that they
. . . may be liable toward third parties who rely upon erroneous financial
statements negligently prepared by them from the principle established
in the well-known English case of Hedley Byrne df Co. Ltd. v. Heller &
Partners Ltd. That principle has been widely accepted in Canada. . . .^'
Although a duty existed and a breach of that duty occurred, the
judge nevertheless concluded that the causal link was not sufficiently
established. The plaintiff's actions toward proceeding with the
acquisition despite the apparent uncertain financial position of the
target company led the judge to question any reasonable reliance
on the prepared financial statements. Nonetheless, the principle
had been established.
Exhibit 3 presents a summary of the facts, findings, and impli-
cations of the major cases affecting the evolution of accountants'
legal liability in Canada from Hedley Bryne to the present.
^^ Albert Dupuis v. Pan Amenran Mines (1979).
•^ Ibid.
^" Retallack v. Maheux et al. (1985).
'' Ibid.
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Exhibit 3. The Evolution of Auditor Liability to Third Parties
in Canada
Case Findings Implications
Dodds and Dodds v.
Millman (1964)
Haig V. Bamford
(1977)
Albert Dupuis v. Pan
American Mines Ltd. et
al. (1979)
Retallack v. Maheux et
al. (1985)
Despite a lack of con-
tract, the relationship
established a duty
owed by an agent.
Extinguished the
physical/economic
distinction.
Applied the same test
formulated in Hedley
Byrne.
Determined the audi-
tors' duty to include
the assurance that
the balance sheet is
accurate so that pro-
spective investors will
not be misled.
Auditors may be lia-
ble toward third par-
ties who rely upon
erroneous financial
statements negli-
gently prepared by
them.
Parallels Hedley Byrne
in the United King-
dom and Glanzer v.
Shepherd in the
United States.
A duty of care did
exist to third-party
users that the audi-
tors knew or should
have known would
use the statements.
Decision extends be-
yond a limited class
{Haig V. Bamford) to
all prospective inves-
tors.
Approximates the ex-
tent of liability im-
plied within the Secu-
rities Act of 1933 of
the United States.
Nearly equivalent de-
gree of legal liability
development between
Canada and the
United Kingdom.
CONCLUSIONS
Gradually, the accounting professions in both the United Kingdom
and Canada have experienced an increased scope of responsibility
and expanding legal liability. The U.S. experience is, therefore,
not entirely unique. However, only the accounting profession in
the United States has encountered an actual litigation explosion
of threatening proportions. Reasons for this are certainly traceable
to societal differences and differences in the legal environments of
the three countries. At least two additional factors appear to
aggravate this variance among the nations. First, a considerable
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number of suits tend to foster a greater environment of uncertainty.
Second, a proliferation of cases combined with inconsistent appli-
cations of the law among the courts has resulted in an inevitable
expansion of liability. Only rarely has a court restricted a duty
established by prior cases in another court. Rather, new circum-
stances and arguments have tended to cause extensions of liability
beyond existing precedents.
What is the likelihood of U.S. experiences being repeated in the
United Kingdom and Canada? Based on common law, an increase
in auditors' liability seems likely to evolve. Since Hedley Byrne, U.K.
and Canadian court opinions have relied less on precedents with
established strict definitions and tests. The trend is to judge cases
more on their own merits while questioning the state of the law'.
This has lead to differing interpretations in various courts and
thus less consistency and certainty than these countries have
experienced in the past. As parties to a disagreement attempt to
resolve some of this uncertainty, greater reliance on the courts
now exists in all three nations. The inevitable consequence of this
dependence may be an extension of the limits of accountants'
duties.
The worldwide demands for increased accountability among
institutions and professions will also likely influence further ex-
pansion of liability in the United Kingdom and Canada. Amended
professional codes and commercial laws all reflect current awareness
of this trend. Appropriate statutes can best define legal require-
ments and expectations, but actions through the courts will ulti-
mately test and apply an increased level of responsibility. Obser-
vation of U.S. events and developments will also considerably
impact the course of activities within the United Kingdom and
Canada.
The pace of change in accountants' legal liability has diff"ered
among the three countries, and the U.S. public accounting profes-
sion will probably continue to be involved in the greatest volume
of litigation. Because the primary diff^erences among the countries
are those of the legal environment, the extent of litigation in the
United States will probably not be matched in the United Kingdom
or Canada. However, increased understanding of the strengths and
weaknesses of the legal and accounting institutions of these other
countries generates the basis for an assessment of the U.S. legal
system and accounting profession and, perhaps, the impetus for
positive change in both.
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Welfare of the Common Man and Accounting
Disclosure Adequacy: An Empirical
Investigation
AHMED BELKAOUI and MOSTAFA MAKSY*
Comparative accounting literature cites the possibility of classifying
certain patterns in the world of accounting into different historical
"zones of accounting influences."' As a result, various attempts
were made to identify the environmental variables likely to explain
the grouping of countries in these zones of accounting influences.
Most of the early attempts focused on cultural, social, and economic
factors as possible explanatory variables of the diff^erences in
accounting principles and techniques among the various countries.
The results were generally supportive of the hypothesis that the
cultural and economic environment in a country influences its
accounting principles and reporting practices.^ More recent studies
have attempted to relate these diff^erences to the economic and
* Ahmed Belkaoui and Mostafa Maksy are respectively Professor and Assistant
Professor of Accounting, College of Business Administration, the University of
Illinois/Chicago.
' Gerhard G. Mueller, International Accounting (New York: Macmillan, 1967), and
"Accounting Principles Generally Accepted in the United States versus Those
Generally Accepted Elsewhere," International Journal of Accounting (Spring 1968),
91-103; American Accounting Association, "Report of the American Accounting
Association Committee on International Accounting Operations and Education,"
Accounting Rei'ieu' (1977 Supplement), 65-101; and R. C. DaCosta, J. C. Burgeois,
and W. M. Lawson, "A Classification of International Financial Accounting
Practices," International Journal of Accounting (Spring 1978), 92-102.
^ W. G. Frank, "An Empirical Analysis of International Accounting Principles,"
Journal of Accounting Research (Autumn 1979), 595-605; and R. D. Nair and W.
G. Frank, "The Impact on Disclosure and Measurement Practices on International
Accounting Classifications," Accounting Rei'iew (July 1980), 426-50, and "The
Harmonization of International Accounting Standards," International Journal of
Accounting {FM 1981), 61-77.
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political environment of each country.^ The results were far from
conclusive.
Basicallv. the empirical literature on the determinants of differ-
ences in the reporting and disclosure adequacy among countries
can be grouped into two types. The first type focuses on indices
of economic and social welfare as possible explanatory variables,
and the second focuses on political and civil welfare. What is
missing in both types of studies is the welfare of the common man
and hew that welfare mav affect the determination of accounting
principles in a given country. The welfare of the common man,
as introduced in the social economics literature, is defined as the
e.xtent to which economic welfare is translated into achievement
in social welfare or "basic welfare" (to use the social economics
terminolog}').* Two important questions are open to empirical
examination in the comparative accounting literature. First, how
do countries of different economic systems rate as to the welfare
of the common man? Second, are the actual accounting reporting
and disclosure adequacy of a given country related to the welfare
of the common man? The objective of this studv is to investigate
these questions.
ELEMENTS INFLUENCING THE DEVELOPMENT OF ACCOUNTING
In most comparative empirical accounting research, the develop-
ment of accounting is viewed in terms of the development of an
adequate reporting and disclosure tradition. Therefore, in at-
tempting to identify the elements influencing the development of
accounting, this studv considers a reporting and disclosure index
as the representative of the state of accounting development in a
given country.^ If we view this reporting and disclosure index as
an expression of social behavior, we mav hypothesize that the index
' Ahmed Belkaoui, "Economic, Political, and Civil Indicators and Rep>orting and
Disclosure Adequacy: Empirical Investigation," Journal oj Accounting and Public
Policy (Fall I983j, 207-20; and P. S. Goodrich, "Accounting and Political Systems,"
Discussion Pap>er No. 109, School of Economic Studies, Universitv of Leeds,
England (1982).
^ B. Horvat, "Welfare of the Common Man in \'arious Countries," World Dnelopment
(July 1974), 29-39; J. R. Nfandle, "Basic Needs and Economic Systems," Reiira-
of Social Economy (October 1980), 179-89: and K. N. Hella, "Basic Needs and
Economic Systems: Notes on Data, Methodology and Interpretation," Rnnew of
Social Economy (October 1983), 172-77.
^ Mueller takes the other vie%Npoint and calls for a study of the factors and
variables which produce an efficient and effective public accounting profession
and the possible construction of "professional accounting development index."
See Gerhard G. Mueller, "The State of the Ati of .Academic Research in
Multinational .Accounting," Canadian Chartered Accountant fFebruarv 1977).
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is a direct product of its environment, based on a well-accepted
thesis in sociology that social structure determines social behavior.^
Although this environment was defined as either the economic
and social environment in some studies^ or the political and civil
environment in other studies, * this study views the environment
as the welfare of the common man, a combination of economic
and social environments.
Therefore, the index, as shown in Exhibit 1, may then be
represented as being influenced by the welfare of the common
man in a given country. The welfare of the common man is shown
as the diff^erence between the rankings of the economic welfare
index and the basic welfare index. The basic welfare index itself
is a composite of three indices: a health index, an education index,
and a life index. Notice that the welfare of the common man is
Exhibit 1. Model of Accounting Development
Health
index
---
•-
Ranking of
basic
welfare
index
Education
index
...
Lile
index
minus
---
Welfare of
the common
man
H2
Reporting and disclosure
adequacy of a country
Ranking of
economic
welfare
index
i ^1
Moderating variable
% Type of economic
system
^ This thesis derives from the sociological paradigm of structural functionalism
which holds that structural determinants (i.e., social facts) constitute the primary
methodological foci for explanation of social behavior. The classical statement of
this method can be found in E. Durkheim, The Division of Labor m Society, trans.
G. Simpson (New York: Macmillan, 1933), and The Rules of Sociological Method,
trans. S. S. Solovay and J. H. Mueller, ed. G. E. G. Catin (New York: Free Press,
1964), and more contemporary discussions can be found in T. Parsons, The System
of Modern Societies (Englewood Cliffs, N.J.: Prentice-Hall, 1971), and G. Ritzer,
Sociology: A Multiple Paradigm Science (Boston, Mass.: Allyn and Bacon, 1975).
^ Frank, "Empirical Analysis"; Frederick D. S. Choi and Gerhard G. Mueller, An
Introduction to Multinational Accounting {Eng\ev!ood Cliffs, N.J.: Prentice-Hall, 1978);
and Lee J. Seidler, "International Accounting — The Ultimate Theory Course,"
Accounting Reiieu(OcloheT 1967), 775-81.
* Belkaoui, "Empirical Investigation," Socioeconomic Accounting (Westport, Conn.:
Greenwood Press, 1984), and /n/frjirt/jonn/.Accounting (Westport, Conn.: Greenwood
Press, 1985).
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assumed to be moderated by the type of economic system adopted
by the given country. All these variables and the hypothesized
relationships will now be examined.
Welfare of the Common Man and Determinants
The concept of the welfare of the common man originated when
development economists turned their attention from economic
growth per se to the issue of the "basic needs" of the population.
Basically, the development approach moved from a largely eco-
nomic perspective to a wider, all-encompassing socioeconomic one
aimed at the fulfillment of all basic needs: adequate nutrition,
health, clean water, and shelter.^ This strategy views development
in terms of the fulfillment of basic needs, which have been
eloquently defined by Ul Haq as follows:
The concepts of basic needs bring to any development strategy a
heightened concern with meeting the consumption needs of the whole
population, particularly in the areas of education and health, but also in
nutrition, housing, water supply, and sanitation. In formulating policies
aimed at reducing poverty, a good deal of attention has generally been
paid to restructuring the patterns of production and income so that they
benefit the poor. But similar attention has not been devoted to their
needs for public services.'"
Morawetz identified sixteen indices of basic human needs, cov-
ering such essentials as three on nutrition, six on health, three on
housing, and four on education. In doing so, he noted that "the
ultimate goal is provision to the poor of the goods and services
required to fulfill their basic needs: food, health care, shelter and
the like."" His attempt to relate these variables to economic
development as measured by per capita output resulted in a
statistically significant relationship for only five of the sixteen
variables. He gloomily concluded that "GNP per capita and its
growth rate do not seem to provide satisfactory proxies for ful-
fillment of basic needs and improvements in the same."'^ His eff^orts
were continued by Horvat, who compared the per capita output
ranking of sixty countries with a composite ranking of social
indicators.'^ He was able to evaluate the relative success a country
achieved in satisfying basic needs compared to other countries.
' Belkaoui, Socioeconomic Accounting.
'" M. Ul Haq, "An International Perspective on Basic Needs," in World Bank,
Poverty and Basic Neecls (September 1980), 32.
" D. Morawetz, Twenty-Five Years of Economic Dexrlopment: 1950-1975 (Washington,
D.C.: World Bank, 1977), 14.
'2 Ibid., 55-58.
'^ Horvat, "Welfare of the Common Man."
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Where the basic welfare ranking is worse than the economic welfare
ranking, he stated that the common man is not treated as well as
elsewhere. Where, however, the basic welfare ranking is better
than the economic welfare ranking, the country is assumed to be
efficiently employing its resources to satisfy the welfare needs of
its population. ''' The welfare of the common man was operationally
defined as the difference between the ranking of the economic
welfare (measured by GNP) and the ranking of the basic welfare
(a composite ranking of three indices on health, life, and education).
Hovart found that the countries of the socialist block, the countries
he labeled as "etatist," achieved "unambiguously higher basic
welfare than other countries.'"^ He also found that the countries
with a long welfare or social tradition fared better than capitalist
countries, where such a tradition was less popular. Horvat, however,
acknowledged that the welfare ranking of the high income countries
is biased downward and the welfare status of the poor countries
may be biased upward, which may explain his results. To try to
correct for this bias and to determine whether it influenced Horvat's
conclusion, Mandle replicated the study and eliminated both the
richest and the poorest countries. He failed, however, to reject
Horvat's findings. His general and rather "political" conclusion
stated:
It is thus that Marx may well turn out to be right. Capitalism does appear
to be capable of generating long-term growth. What it may not be
competent to achieve is development while alleviating the poverty of the
bulk of the population. Furthermore, the evidence suggests that the
institutional structure of the "etatist" countries is favorably organized
to accomplish both.'*^
This debate will surely continue. In effect, Hella examined some
questions concerning data, methodology, and interpretation in
both Horvat's and Mandle's papers, but failed to reject their
conclusions.'^ One aspect of this study will be an attempt to replicate
and verify Hovart's conclusion using more recent data. Horvat's
data covers the period 1960 to 1976. The replication may be
justified by the fact that during the seventies and following the
turbulent sixties, the "so-called" capitalist countries have moved
more aggressively to provide various forms of social welfare and
"safety nets" to individuals. The first hypothesis to be tested is as
follows:
'"Ibid., 31.
'^ Ibid., 32.
'•* Mandle, "Basic Needs," 189.
" Hella, "Basic Needs."
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H,: There is no difference in the levels of the welfare of the
common man between countries adopting different economic
systems.
Basically, if the welfare of the common man is to be defined as
the difference between the ranking of the economic welfare and
the ranking of the basic welfare, we may easily assume that the
type of economic system will have an impact on both the economic
welfare and the social welfare and henceforth on the welfare of
the common man.
Welfare of the Common Man and Reporting and Disclosure Adequacy
Earlier studies in the comparative accounting literature examining
the determinants of reporting and disclosure adequacy found either
little significance with various expressions of economic and social
welfare and/or no significance with political welfare. The reason
may be that the choice of determinants may have failed to include
the combined effect of these determinants. As noted earlier, the
combined effect of economic welfare and social or basic welfare is
the concept of the welfare of man. The higher the welfare of man,
the better the conditions for the creation of an accounting profes-
sion and tradition based on full and fair disclosure. Where the
basic welfare ranking is worse than the economic welfare, the
common man may not be treated as well as elsewhere, and the
reporting and disclosure adequacy of a given nation will suffer
equally. Where, however, the basic welfare ranking is better than
the economic welfare ranking, the country may be assumed to be
efficiently employing its physical and human resources to satisfy
the welfare needs of its population, and the reporting and disclosure
adequacy will be better than where the conditions are worse.
Therefore, the second hypothesis to be tested is as follows:
H2: There is no difference between the reporting and disclosure
adequacy of a country and the level of the welfare of man.
PROCEDURES
Methodology and Sample
As presented in Exhibit 1, the study investigates the relationships
between two main variables: the welfare of the common man and
an accounting reporting and disclosure adequacy index. The
moderating variable is the type of economic system. First, each of
these variables is explained and measured. Second, various cor-
relation statistics are computed to test the two hypotheses.
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All the countries listed in the World Bank's World Development
Report 1981, which amounted to 124 countries, were included in
this study. They are listed in Exhibit 2.
Reporting and Disclosure Adequacy index
Adequacy refers to the coverage of events and transactions in the
financial statements. A financial statement is considered adequate
if all the relevant information has been reported and disclosed.
The measurement of actual adequacy is then determined quanti-
tatively as the extent of coverage of relevant information. The
same approach is used here to compute an actual disclosure index
for a country. The first requirement was to select a set of reporting
and disclosure practices on which countries were likely to differ.
Price Waterhouse's International Survey of Accounting Principles and
Reporting Practices provides such a data base.'^ It indicates for each
of 267 accounting principles and practices the extent of application
in each country in terms of a seven-fold classification: (1) required,
(2) insisted upon, (3) predominant practice, (4) minority practice,
(5) rarely or not found, (6) not accepted, or (7) not permitted. In
this study, each of the seven classifications are coded as follows:
Scale for the extent
Classifications of application
1 = required
2 = insisted upon
7
6
3 = predominant practice 5
4 = minority practice
5 = rarely or not found
4
3
6 = not accepted
7 = not permitted
2
1
The scale for the extent of application of each of the 267
accounting principles and reporting practices constituted a separate
observation for each of forty-eight countries surveyed by Price
Waterhouse. The sum of these observations per country is used as
the actual reporting and disclosure adequacy index.
A high score on the "actual reporting and disclosure adequacy
index" suggests a willingness by a given country to adhere to and
enforce 267 accounting principles and practices deemed necessary
for enhancing the quality of accounting practice and helping to
move toward a greater degree of harmonization.'^ That differences
'* Price Waterhouse International, International Sunry of Accounting Principles and
Reportijig Practices {Scarborough, U.K.: Butterworths, 1979).
'^ Ibid., 3.
THE INTERNATIONAL JOURNAL OF ACCOUNTING
Exhibit 2.
Low -Income Countries
1. Kampuchea, Dem. 13. Burundi 25 Tanzania
2. Laos PDR 14. Upper \'olta 26 Zaire
3. Bhutan 15. India 27 Niger
4. Bangladesh 16. Malawi 28 Guinea
5. Chad 17. Rwanda 29 Central African Rep.
6. Ethiopia 18. Sri Lanka 30 Madagascar
7. Nepal 19. Benin 31 Uganda
8. Somalia 20. Mozambique 32 Mauritania
9. Mali 21. Sierra Leone 33 Lesotho
10. Burma 22. China 34 Togo
11. .Afghanistan ' 23. Haiti 35 Indonesia
12. Viet Nam 24.
Midd
Pakistan
e-Income Countries
36 Sudan
37. Kenva 57. Peru 77 Korea, Rep. of
38. Ghana 58. Morocco 78 Algeria
39. Yemen .Arab Rep. 59. Mongolia 79 Mexico
40. Senegal 60. Albania 80 Chile
41. Angola 61. Dominican Rep. 81 South Africa
42. Zimbabwe 62. Colombia 82 Brazil
43. Eg>"Pt 63. Guatemala 83 Costa Rica
44. Yemen, PDR 64. Syrian Arab Rep. 84 Rumania
45. Liberia 65. Ivory Coast 85 Uruguay
46. Zambia 66. Ecuador 86 Iran
47. Honduras 67. Paraguay 87 Portugal
48. Bolivia 68. Tunisia 88 Argentina
49. Cameroon 69. Korea, Dem. Rep. 89 Yugoslavia
50. Thailand 70. Jordan 90 \'enezuela
51. Philippines 71. Lebanon 91 Trinidad 8c Tobago
52. Congo, People's Re p. 72. Jamaica 92 Hong Kong
53. Nicaragua 73. Turkev 93 Singapore
54. Papua Nev, Guinea 74. Malaysia 94 Greece
55. El Salvador 75. Panama 95 Israel
56. Nigeria 76. Cuba 96 Spain
Industrial Market Economies
97. Ireland 103. Japan 109 Norway
98. Italy 104. Australia 110 Belgium
99. New Zeland 105. Canada 111 Germanv, Fed. Rep.
100. United Kingdom 106. France 112 Denmark
101. Finland 107. Netherlands 113 Sweden
102. Austria 108. United States 114 Switzerland
Capital-Surplus Oil Exporters
115. Iraq 117. Libya 118 Kuwait
116. Saudi Arabia
N onmark et Industrial Economies
119. Bulgaria 121. Hungarv 123 Czechoslovakia
120. Poland 122. USSR 124 German Dem. Rep.
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in accounting principles and financial reporting practices exist
reflects the level of the welfare of the common man of separate
nations and regions, or indicates that a different measure of
reporting adequacy is considered appropriate. This study is based
on the former interpretation, which is, first, that the conformity
with each of the 267 practices and principles by the business
community and accountancy profession is a desired goal of each
of the countries in the study, and, second, that the degree of
conformity depends on the welfare of the common man. That
conformity is the desired goal is evident in efforts of various
organizations, which include the United Nations Commission on
Transnational Corporations, the Organization for Economic Co-
operation and Development, the European Economic Community,
and the International Accounting Standards Committee, aimed at
a greater harmonization of international reporting. That the degree
of conformity is a reflection of the welfare of the common man is
the subject of this study.
Type of Economic Systems
The groupings used by the World Bank were used to differentiate
among different economic systems. As presented in Exhibit 1,
these were low income countries (thirty-six countries), middle
income countries (sixty countries), industrial market economies
(eighteen countries), capital surplus oil exporters (four countries),
and nonmarket industrial economies (six countries).
Welfare of the Common Man
Following earlier studies which are replicated here using more
recent data, the welfare of the common man is operationally
computed as the difference between the ranking of basic welfare
and the ranking of economic welfare. ^° The main assumption in
all these studies, including this one, is that if the social ranking is
higher (better) than the economic ranking, it means that the given
country has achieved higher relative basic welfare for its population
than is generally the case in the sample of countries examined.^'
The detailed procedure for the computation of the determination
of the welfare of the common man follows.
First, countries were ranked on the basis of their per capita
GNP for 1979 to determine the economic ranking.
Second, three social indicators on health, life, and education of
^° Horvat, "Welfare of the Common Man," Mandle, "Basic Needs," and Hella,
"Basic Needs."
^' Horvat, "Welfare of the Common Man," 31.
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the previous studies were aggregated into a single one to represent
a country's basic welfare. Because there is no objective way of
weighing the component indicators, Horvat and Mandle assigned
equal weight to the three indicators and computed the aggregate
indicator for basic welfare as the average of the three component
ranks of life, education, and health. ^^ Naturally, there is no math-
ematical basis for creating an average rank in this way. Hella
approached this serious difficulty in Horvat's methodology by
calculating a standardized value for each measure of need (health,
life, and education), adding the standardized value together and
ranking the countries on the basis of the new variable. ^^ Hella's
methodology was adopted in this study for the computation of the
ranking of basic welfare. ^^ To choose the measure of need (health,
life, and education), the author examined the World Bank's World
Development Report 1981, which yielded three measures for life,
three for health, and four for education, which were available for
most of the countries in the World Bank's Survey.
The three measures for life were as follows:
X, = Life expectancy at birth (years), 1979.
X2 = Crude death rate for thousand population, 1979.
Xs = Child death rate (aged 1-4), 1979.
The three measures for health were these:
X4 = Population per physician, 1977.
X5 = Population per nursing person, 1977.
Xg = Daily per capita calorie supply as percentage of require-
ment, 1977.
The four measures for education were the following:
X7 = Number enrolled in primary school as percentage of age
group, 1978.
Xg = Number enrolled in secondary school as percentage of
age group, 1978.
Xg = Number enrolled in higher education as percentage of
population aged 20-24, 1977.
X,o = Adult literacy rate (percent), 1976.
A combination of these measures of need yielded thirty-six
measures of basic welfare, and then these measures were ranked.
^^ Horvat, "Welfare of the Common Man," and Mandle, "Basic Needs."
" Hella, "Basic Needs."
^^ Ibid.
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Third, the ranking of the economic welfare obtained in step
one minus the ranking of each of the thirty-six different measures
of basic welfare obtained in step 2 yielded thirty-six different
measures of welfare of man for each of the countries.
EMPIRICAL RESULTS
Comparative Results on the Welfare of the Common Man: Hypothesis 1
The first hypothesis is intended to investigate the relationships
between the welfare of the common man on one hand and the
types of economic system adopted by the countries in our sample
on the other hand. First, one-way ANOVA with F distribution was
used for each of the independent variables, namely type of eco-
nomic system. Because of the possibilities of non-normal distribu-
tion of welfare of man values and inequality of variances, a
nonparametric test, the Kruskal-Wallis one-way ANOVA, is also
used. The H-statistic is computed as follows:
12 4. R,H = 2 -^ - 3(N -h 1)
N(N + 1) jtt nj ^ ^
where: k = number of categories for each independent variable
nj = number of countries in the j'^ category
N = number of countries in the total sample
Rj = Sum of the ranks in j'^ category.
The values of the H-statistic were compared with the Chi-square
critical values to test the hypothesis. The results of the F and X2
statistics are shown in Exhibit 3.
According to the information in Exhibit 3, the result for the
impact of the type of economic system was significant. Basically,
as noted in other related studies, the welfare of the common man
is dependent mainly on the type of economic system adopted by
the given country.
An examination of the mean welfare of man scores for each of
the thirty-six combinations in this study showed the following
results for the five types of economic systems:
1
.
For low income countries, thirty-six of the thirty-six means were
positive.
2. For middle income countries, twenty-nine of the thirty-six means
were positive.
3. For industrialized market economies, the thirty-six means were
negative.
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Exhibit 3. Parametric and Non-Parametric Results
Welfare of man F* r* Welfare of man F X^*
w, 12.43 33.65 W,8 26.51 49.95
w^ 14.57 31.35 W,9 16.13 34.36
Ws 10.87 35.27 W20 26.60 42.51
W4 23.63 48.45 W2, 8.48 51.33
Ws 17.58 38.32 W22 7.73 20.17
We 29.43 32.70 W23 13.45 19.29
w, 25.49 39.33 W24 24.43 26.59
Ws 13.35 53.86 W2, 13.87 45.26
Wg 11.87 18.89 W26 15.39 37.40
W.o 21.07 18.50 W2, 26.77 32.62
w,, 11.64 27.98 W28 29.80 38.43
W,2 18.08 45.08 W29 15.47 45.97
w„ 28.11 49.54 W30 12.44 43.04
w„ 9.18 28.18 W3, 20.30 32.74
W,3 9.00 37.73 W32 29.33 41.69
W,6 15.90 48.50 W33 10.06 52.47
W34 9.64 21.78
W33 16.69 21.61
Wsa 25.97 29.57
* Significant at .0001.
4. For capital surplus oil exporters, the thirty-six means were
negative.
5. For the nonmarket industrial economies, the thirty-six means
were positive.
From this examination of the mean scores of the welfare of man
for the various combinations, the welfare of man appears to fare
better in the industrial market economies and capital surplus oil
exporters than in the nonmarket industrial economies and low and
middle income countries. The results are contrary to other em-
pirical studies investigating the differences in the welfare of man
among the various economic systems. The results of this study
indicate that the countries labeled as industrial economies and
capital surplus oil exporters achieved unambiguously higher basic
welfare than other countries.
Relationship between Actual Reporting and Disclosure Adequacy and the
Welfare of the Common Man
As discussed earlier, hypothesis 2 attempted to test whether a
relationship exists between accounting reporting and disclosure
adequacy of a country and the level of the welfare of the common
man. Because of the lack of accounting data in the Price Waterhouse
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survey for some countries in general and the nonmarket industrial
economies in particular, we ranked only forty-eight countries from
our sample with respect to reporting and disclosure adequacy in
a descending order The new sample is shown in Exhibit 4. The
same ranking procedure was applied to each of the thirty-six
measures of the welfare of man. We then correlated the ranking
or reporting and disclosure adequacy of the thirty-six rankings of
the welfare of the common man. Using the Spearman correlation
coefficient, only one of the measures of the welfare of man was
significant at x = 09 (Spearman correlation coefficient was equal
to 0.2472). Therefore, with one minor exception, hypothesis 2
cannot be accepted. The main finding is that, with the exception
of a weak significant case, the reporting and disclosure adequacy
in a given country is not significantly affected bv the welfare of
man in that country.
SUMMARY AND CONCLUSION
This study attempted to investigate empirically whether the welfare
of the common man has an impact on the development of ac-
counting principles and practices. The welfare of the common
Exhibit 4. Countries for Which a Disclosure
Adequacy Is Available
1. Argentina 25. Malaysia
2. Australia 26. Morocco
3. Austria 27. Mexico
4. Belgium 28. Netherlands
5. Bolivia 29. New Zealand
6. Brazil 30. Nicaragua
7. Canada 31. Nigeria
8. Chile 32. Norway
9. Costa Rica 33. Pakistan
10. Dominican Republic 34. Panama
11. Ecuador 35. Paraguay
12. El Salvador 36. Peru
13. France 37. Philippines
14. Germany 38. Portugal
15. Greece 39. Singapore
16. Guatemala 40. Spain
17. Honduras 41. Sweden
18. India 42. Switzerland
19. Ireland 43. United Kingdom
20. Italy 44. United States
21. Jamaica 45. Uruguay
22. Japan 46. Venezuela
23. Kenya 47. Zaire
24. Malawi 48. Zambia
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man was defined as the difference between the ranking of economic
welfare and the ranking of social welfare in a given country with
respect to the countries included in the study sample. As a surrogate
for economic welfare, we used per capita GNP. As a surrogate for
social welfare, we used three indices: health, life, and education.
The development of accounting principles and practices is rep-
resented by a reporting and disclosure adequacy index composed
of 267 accounting principles and practices and the extent of their
application in forty-eight countries.
We first tested whether the welfare of the common man as
defined is influenced or moderated by the type of economic system.
We found that the economic system affects the welfare of the
common man. We then tested the relationship between the welfare
of the common man and the development of accounting principles
and practices.
We found that no statistically significant relationship exists be-
tween the welfare of the common man and the development of
accounting principles and practices.
Our second result is, however, subject to at least two limitations.
First, the reduction of our original sample from 124 to 48
countries and the elimination in the process of various interesting
countries in general and the socialist countries in particular may
have affected the nonsignificant results. This is basically due to
the absence of accounting data for those countries.
Second, the choice of the disclosure adequacy index may be
biased toward a concept ofadequacy more appropriate to developed
rather than developing countries. Other measures of adequacy
may be more appropriate to developing countries and may need
to be tailored to the specific information needs of business and
government in each of those countries.
Alternative Techniques to Measure the Weil-
Being of a Region
ROGER K. DOOST*
International businesses in general and management accountants
in particular are highly involved in assessing the risks and potentials
of a variety of business ventures to be located in different countries.
Determination of a mean cost of capital for these entities is a
function of the firm's capital structure in terms of liabilities and
stockholders' equities. To determine a required rate of return on
a particular project in a remote corner of the globe, how^ever,
many other factors should be considered to be able to assess the
riskiness of the project and, thereby, the required rate of return.
The traditional measures used to determine the economic con-
ditions of a region before concentrating on the return potential
for a project are gross national product (GNP) and per capita
GNP. This article discusses some of the limitations of these tradi-
tional methods and examines other more recent methods to
measure the economic well-being of a region, including "level of
living," "level of welfare," and "physical quality of life" indices.
That these latter methods account for certain nonquantitative and
qualitative methods that can substantially help the decision maker
to assess the risks and potentials in a region and in a particular
project should be noted.
Other factors, such as level of freedom, government stability,
environmental considerations, absence of discrimination, and the
general happiness of a populace should also be considered in
determining the risks associated before committing long-term
investments in a region.
* Roger K. Doost is Assistant Professor of Accountancy, Clemson University.
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The author provides a list and leaves it to futiire researchers to
develop measures such as the physical qualitv of life index to be
able to assess reasonablv the risks and rewards associated with
investing in a region.
GNP VERSUS PER CAPITA GNP
In comparative studies of the economic viabilitv of different regions,
per capita income and disposable personal income are more useful
than a mere GNP figure, because the latter measures account for
the population factor. A countrv such as India mav have a GXP
higher than that of Kuwait, but the per capita income figures for
India could be drasticallv lower. Per capita figures provide a more
accurate measure of the economic conditions of a population.
LIMITATIONS OF GNP AND PER CAPITA GNP
Even per capita income figures have manv shortcomings because
thev measure onlv material items. Some areas with high per capita
income mav do quite poorlv in terms of the quality of life and
manv other important non-economic factors, such as infant mor-
talitv. medical care, educational opportunities, police protection,
sanitation and environmental considerations, governmental stabil-
itv. level of equitable treatment, the degree of discrimination, and
the general happiness of a populace. Manv of these non-economic
factors mav be more important for a decision maker to determine
whether to move to or to invest in an area for a long-term
commitment. The longer the duration of the forecasted period,
the more important these non-economic considerations become.
\ o-eneral flaw of the current economic measurement techniques
is the fact that the numbers are simple averages. Total income is
divided bv total population to arrive at per capita income figures.
As a result, a region with a highlv distributed income will be
treated the same as another region with a low percentage of
extremelv wealthv, a high percentage of extremelv poor, and a low-
percentage in the middle income bracket as long as the average
per capita incomes are close. .Such results can be misleading.
Regions with extremes of wealth and povertv mav be subject to
more instabilitv and uncertaintv. For example, manv Latin Am.er-
ican countries have a low percentage of extremelv wealthv and a
high percentage of extremelv poor people, whereas the percentage
of the middle income group is much higher in North America.
Another shortcoming of these economic measures is that they
include onlv certain items where exchange of goods and services
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are involved. The cost of housework is totally excluded. As a
result, economies that include major housework activities including
cooking, cleaning, laundry, weaving, at-home child care, and even
building shacks or houses for personal use are not properly
considered in determining the per capita income. In addition,
GNP includes the cost of services, such as the police force, which
may have little or no relevance to the economic well-being of a
society. A high crime area may require a large police force. The
high cost of a police force does not, however, necessarily mean a
higher economic well-being.
GNP and per capita income measurements do not account for
the value of leisure time. A region with a lower per capita income
may be rich in cultural activities, parks, and recreational facilities.
These factors can also be important in decisions that involve long-
term commitments in capital and manpower.
OTHER FACTORS RELATED TO WELL-BEING
General economic measurements also ignore environmental factors
related to the level of industrialization, urbanization, air and water
pollution, and other risks to the health and well-being of the
people. The level of employment and the unemployment rate,
although reflected in the final amounts of the GNP figures, are
also important determinants of a region's well-being. Such factors
can be important in decisions involving investments and other
decisions with long-term consequences.
The crime rate, existence of vandalism, and the level of safety
can also play an important role for many corporate decisions. Such
factors affect insurance rates and risks involved in doing business.
The risks involved include not only the capital invested but also
the life and safety of the executives and administrators assigned
to such regions. Some countries have recently become unsafe
because of terrorism and antagonism to U.S. interests.
The general governmental stability or instability, attitudes toward
business in general, and the level of protection and encouragement
a government is willing to provide the various businesses in terms
of export/import, taxation, and regulations are also important
determinants of economic decisions with long-term eff^ects. Stability
is viewed in terms of the longevity of a government and its ability
to maintain calm and an acceptable level of satisfaction among its
people.
The level of freedom and the outlook of the government and
the people toward a certain industry and product are also important
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in determining the level and the potential for an investment.
Freedom House has provided the Aiap of Freedom for the world.'
Countries are divided into free, partly free, and not free. Freedom
deals with the freedom of enterprise and of people to choose their
occupation and their political affiliation and to determine other
preferences. Many black African and Communist countries are
considered to be in the not-free category. Austria, New Zealand,
and West European and North American countries are considered
in the free category. Some Central and South American countries
and some countries in North Africa and the Middle East are
classified in the partly free category.
The outlook of a people or a nation as a whole toward an
industry or a product is also important in terms of a project's long-
term success or failure. For example, many Middle Eastern coun-
tries find the production and sale of beer or liquor offensive to
their religious beliefs. Although a market may exist for such
products, long-term success of such projects in those countries is
doubtful. Some Middle Eastern countries have recentlyjeopardized
the banking industry because of their interpretation of Islamic
teachings. They maintain that charging interest is illegal and in
violation of the Islamic laws.^
ALTERNATIVES TO PER CAPITA GNP
The United Nations has suggested a "level of living" index which
measures the flow of goods and services aff'ecting welfare, and a
"level of welfare" index which measures the output of these
activities. The "level of living" index is defined as the minimum
requirements for private consumption including food, shelter,
clothing, and an acceptable level of household goods. The "level
of welfare" is considered the output to the system and includes
transportation facilities, health care, educational and cultural ac-
tivities, and the level of employment as a means to an end to
provide respect, dignity, and self-worth to people.
Another improvement suggested for the GNP is a method named
the "measure of economic welfare." This method considers an
allowance for household services and leisure and adjusts for the
discomforts associated with industrialization and urbanization.
The "physical quality of life index" (PQLI) was developed by
' The Map of Freedom (New York: Freedom House, 1981).
^ Tahirih Khodadoust Foroughi, "The History and Nature of Private Enterprise
Accounting Information Needed Before and After Social Crisis: The Case of
Iran," International Journal of Management (December 1984), 41-49.
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the Overseas Development Council (ODC) under the direction of
Dr. Morris D. Morris in response to a widely felt need for an
indicator to measure the level of physical well-being that could be
used either by itself or in conjunction with per capita income
indicators.^ PQLI was first presented in its preliminary form to
the ODC's annual assessment conference in 1977. One hundred
and fifty countries and dependencies are included in this compar-
ative study.
The PQLI is a measure ofhow societies provide certain important
social benefits. The index is used to measure life expectancy, infant
mortality, and literacy rates in various countries. This index, it is
argued, considers improvements in physical well-being are the
consequences of a complex interplay of physiological, psychological,
nutritional, medical, social, cultural, and environmental factors of
which relatively little is known. The criteria suggested are surro-
gates for assessing the quality of life in each region.
Morris notes that PQLI does not intend to measure economic
growth, economic development, and total welfare. The index is a
result of macro rather than micro performance. It does not measure
individual projects or efforts but only results. PQLI is not intended
to measure intangibles, such as freedom, justice, happiness, or
leisure.
Some correlation exists between the GNP and the PQLI meas-
ures. However, countries with a high GNP measure do not nec-
essarily have a high PQLI measure or vice versa. For example, Sri
Lanka, with a per capita GNP of $179 in the early 1970s, had a
PQLI measure of 82 (on a scale of 100), and the United Arab
Emirates, with a per capita of $14,368, had a PQLI of 34.
In 1974, Mississippi and Utah received a PQLI of 89 and 95
percent, respectively. The average PQLI for the United States was
93 percent. Nationally, whites had a PQLI of more than 95 percent,
and blacks had a PQLI of 88 percent for the same period.
Morris suggests that the PQLI may be used by international
organizations in their planning and policy making by using the
following classification:
Per capita PQLI
Class GNP level level Remarks
High High Developed countries.
May have maintenance needs
^ Morris D. Morris, Measuring the Condition of the World's Poor: The Physical Quality
of Life Index (New York: Pergamon Press, 1979).
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II High Low Middle Eastern countries.
Need technical assistance
III Low High Cuba, Korea, Sri Lanka.
Need economic assistance
IV Low Low Afghanistan, Bangladesh, most black
African countries.
Require special international atten-
tion.
The PQLI promises to serve as a creative complement to the
per capita GNP. By focusing on results rather than inputs, PQLI
accounts for how widely certain basic characteristics are distributed
within and among populations. It provides information of the
changing distribution of social benefits among countries and within
a country, between sexes, among ethnic groups, between rural and
urban areas, and by region and sector. The PQLI measure also
helps policy makers through the use of comparative tables. The
PQLI measure facilitates international comparisons and helps to
focus attention on problem areas. It also can be used to set
achievable objectives. PQLI identifies countries that have been
able to achieve socially desirable results at different levels of
economic performance. It also identifies countries with high eco-
nomic performance that have not achieved comparable social
performance.
A PRELIMINARY CHECK LIST
Exhibit 1 provides a preliminary check list of the factors interna-
tional decision makers must consider in assessing regional risks, as
well as those associated directly with a project.
An elementary approach to this risk assessment could assign to
each item on the list a factor of 1 to 5, with 5 signifying a very
risky or the worst condition. A low total number would signify a
relatively safe, stable, and healthy region; a high total number
would indicate that management should be cautious of the extremes
and the potentially unfavorable climate.
In policy making, planning, and economic decisions, per capita
income figures should be used in conjunction with other measures,
such as the "level of living," the "level of welfare," the "measure
of economic welfare," and the "physical quality of life index." If
possible, new indices should also be developed to incorporate other
factors, such as sanitation, environmental considerations, govern-
mental stability and cooperation, level of freedom, crime rate.
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Exhibit 1. A Check List of Factors to Be Considered
in Assessing Regional Risks and Rewards
Gross national Product (GNP)
Per capita GNP
Standard deviation of per capita GNP (dispersion and range)
Value of housework (not included in GNP)
Sanitation and environmental considerations
Physical quality of life (infant mortality, life expectancy, literacy rate)
Government stability
Level of equitable treatment
Level of freedom of a populace
Crime rate and police protection
Cultural activities
Recreational facilities
The level of employment (or unemployment rate)
Attitude toward business
Level of living (minimum provisions for food, shelter, clothing, and
household goods)
Level of leisure for the work force
Medical care
leisure time, unemployment rate, cultural activities, and recrea-
tional opportunities. The tables prepared from these measures
should show the extent of economic and social justice by the level
and the extent of extremely well-off and extremely deprived
members in a social group. Some of the suggested indices may be
somewhat subjective; in such instances, the assumptions may be
listed, and a range could be provided which would explain the
range of variations under different assumptions.
Whether through the establishment of new indices or use of
what is currently available, the decision maker should be aware of
the limitations of per capita GNP. The decision maker should
consider other important factors discussed in this paper and should
use those factors that are relevant to the decisions which can range
from policy making and governmental planning to economic de-
cisions and plans by private corporations — particularly decisions
that involve investments in different regions of the globe.
This paper has described some of the alternative and comple-
mentary measures per capita GNP. Additional factors which should
be incorporated in such indices were also reviewed. No attempt
to compute mathematically the latter indices was made.

The Route of the Srcenth Directive of the EEC
on Consolidated Accounts — Slou\ Steady,
Studied, and Successful
RICHARD VANGERMEERSCH'
Although proposed in 1974. the Seventh Directive, which deals
with consolidated accounts, was not adopted bv the European
Economic Communitv (EEC) until 1983. The process began with
a memorandum on the topic of consolidated accounts bv the Studv
Group of Expert Accountants (Groups D'Etudes des Experts
Comptables de la C.E.E.). In 1976. the EEC's administrative staff
published its first draft on this topic. In Februarv 1977, the EEC
Economic and Social Committee gave its official opinion. In Oc-
tober 1978. the Euroj>ean Parliament endorsed the report of its
Legal Affairs Committee on the Seventh Directive. In Januarv
1979, the EEC administrative staff presented its second draft, and
finallv. the EEC Council of Ministers passed the Seventh Directive
on June 13. 1983.
The EEC's goal is to harmonize the companv laws of its member
states, and it has used the directive process to reach this goal.'
This harmonization is necessarv to meet a requirement of the
Treatv of Rome, the founding document of the EEC. to abolish
obstacles to freedom of movement of persons, services, and capita!
among member states.* The EEC has not onlv been concerned
with harmonizing companv laws to have equitable rep>orting re-
* Richard Vangermeersch is Professor of .\ccuunting. the Universiiy of Rhode
Island.
' Price Waterhouse. Doing Busirifss in thf European Ccmmunitifs (New York: Price
Waierhouse Center for Transnational Taxation. 1983), 55.
- Sharon M. McKinnon. Coiuoluiattd Accounts: Thf Snenth EEC DirftJhy (Nether-
lands: AMSA and Arthur Young International. 1983^. 12.
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quirements for companies but also is interested in the rights of
shareholders, creditors, and emplo\ees.' The Se\enth Directive
on consolidated accounts was issued as an important part of this
goal of harmonization.
The spvecifics of the accounting requirements of the 1983 pro-
mulgation have alreadv been reviewed bv manv organizations, such
as the larger international public accounting; firms/ The purpose
of this studv is to elaborate on the histor\ of the directive as it
passed through the stages of (1; the 1974 memorandum of the
Study Group of Expert Accountants, (2) the 1976 first draft of
the EEC administrative staff. i5' the February 1977 opinion of the
Economic and Social Committee, 4) the opinion of the European
Parliament in October 1978, (5) the Januarv 1979 second draft
of the EEC administrative staff, and 6' the final promulgation bv
the EEC; C^i^.nrJ! lof Ministers on June 13, 1983. The goals of this
st'u :•. :--:-
"
_ of the stages, to highlight the kev issues
of each stage, and then " - ise conclusions concerning the
EEC process for the Sever.;:. J.:c:ti\e.
THE MEMORANDUM OF THE STUDY GROUP OF EXPERT ACCOUNTANTS
Tne i>L^G". Group or Expert Accouniants of the EEC is composed
of members appointed bv the national accounting professional
bodies and has a r • • :! representative and a technical adviser
for each EEC mernocr ^lait. The national representative mav also
add other technical advisers to the delegation.' The Stud\ Group
has its office in Brussels and is a part of the Union Europeane des
Experts Comptables Economiques and Financiers 'LECj.' which is
similar to the EEC in that it has adopted a polic\ of low profile
non-antagonistic, incremental :' j' - ••ard change. The EEC
^~]z.r^i -rre--.- v^iVj-Vir r,r^ x\\t StuG. G;'ju.p s opinlons if there are no
.
- Political realities often overtake technical
arguments.
The '^f^d^ G'-'-'ur; o^^p-'''"d the memorandum "On the Rules
to Ac ; - ..-: ^^:, v .: Consolidated Accounts" in 1974 in
- Ibid., 13.
* I bid., 1-392 and Price Wuerfaouse. Special Supplement on l}ie EEC Srtenlh Directive:
Consolidated Financial Statewienis EEC Bulletin (Bmsseb: EEC Services Group, Price
Waterfaouse. 1983). 35 pp.
* letter from a member of the EEC Ser\ ices Group of Price Waterhouse in
Br^iiek.
A M. El-Agraa, ed.. The Economics of the European Communit\ (New York: St.
M. "ess, 1980). 301.
;^ , : -2.
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response to a request from the EEC administrative staff.^ The
memorandum by the Study Group was the first stage of the EEC
process;^ the use of an independent party to write the preliminary
report is not uncommon. '° This EEC request was a part of the
process of the proposal for the EEC's Fourth Directive, which dealt
with the format of annual accounts, valuation methods to be
adopted for preparation of annual accounts, content of annual
reports, and provisions concerning publication of the accounts."
The Fourth Directive did not consider the preparation of consol-
idated accounts.'^
The Study Group expressed its overriding philosophy:
Numerous and complex aspects can arise in the preparation of consoli-
dated accounts and the practices and methods in order to prepare such
accounts are still evolving. ... It is desirable that the directive to prepare
consolidated accounts must, therefore, be as general as possible and not
be in the form of fundamental rules. The questions of verv complex
applications should be left to the preference of competent national or
international accounting organizations.'^
The Study Group took the legal approach to consolidations by
requiring consolidated accounts for a parent and companies in
which the parent owns, directly or indirectly, more than 50 percent
of the voting common shares.'"* A second level of control in which
the parent has by contract the power to name a majority of the
board of directors of a company or has an effective majority of
the voting stock could exist. '"^ This second level may be labeled
the economic approach to consolidations. Such companies, the
Study Group recommended, ought to be permitted to consolidate.'^
This "ought to be permitted" would have given considerable
leeway to the national accounting and legislative bodies of the
member states, since there would have been an option available
* Study Group of Expert Accountants of the European Economic Community,
Memorandum on the Rules to Advocate on the Subject of Consolidation of Accounts
(Brussels: Study Group, 1974), 1.
^ Price Waterhouse, Doing Business in the European Communities, 23.
'" Study Group of Expert Accountants of the European Economic Community,
Memorandum on the Rules, 1.
" Price Waterhouse, Doing Business m the European Communities, 57-58.
'^ Interview with member of the staff of the EEC's Directorate — General III,
Internal Marketing and Industrial .Affairs, Directorate D, .Approximation of laws,
freedom of establishment and freedom to provide services. Number 2. Company
law-, industrial democracy and standards.
'"'Study Group, Memorandum. 1.
'^ Ibid.
'^' Ibid.
"^ Ibid., 2.
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to them without a mandated requirement, as in the case of the
more than 50 percent ownership. The Belgian and French dele-
gations were in favor of an obligatory consolidation whenever the
parent possessed more than 50 percent of the general voting
stock. '^ Since the most controversial issue in the Seventh Directive
was probably the issue of the legal approach versus the economic
approach, it is very important to note the view of the Study Group.
The Study Group allowed two exceptions to the requirement of
consolidation when the parent owns more than 50 percent of the
voting stock: (1) the inclusion of the subsidiary has an immaterial
effect on the total and (2) the inclusion would lead to misleading
results.'^ However, the Study Group made it clear that subsidiaries
in different industries were not to be excluded for that reason and
that the stratification by industry was preferable to exclusion.'^
The Study Group was quite traditional and general in its recom-
mended treatments for intercompany transactions, minority inter-
ests, and the difference between book value and fair market value
at the date of purchase.^" It concluded that it was not desirable to
try to specify the detailed rules for consolidation, which could be
left to the decision of national and international accounting or-
ganizations.^' It avoided the foreign currency translation issue but
recommended disclosure of the method chosen in the notes to the
accounts. "^^ It also mentioned the equity method of accounting for
affiliated companies but considered the method still too contro-
versial to be required. ^^
The Study Group memorandum could be labeled very general,
nationalistic, traditional, relatively flexible, and noncontroversial.
This is not surprising in the relativelv short time that the issue
was studied. The differences between the memorandum and the
1976 draft, in which a more economic control viewpoint was
adopted by the EEC administrative staff trained more in law than
in accounting, will be interesting.
THE 1976 DRAFT OF THE COMMISSION
The EEC has fourteen commissioners appointed for four-year
terms; two each are appointed by the larger member states of
France, West Germany, Britain, and Italy. Each remaining member
'" Ibid.
"* Ibid.
'' Ibid., 2-3.
2" Ibid., 3-4.
2' Ibid.,
.
3.
^' Ibid., 5.
" Ibid.
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state appoints one.^'' These fourteen commissioners are responsible
for twenty-eight departments called either directorate generals or
administrative offices.^^ The department responsible for the seventh
directive was Directorate-General III (DG 3), Internal Markets
and Industrial Affairs. Within DG 3, the work was done in
Directorate D, Approximation of Laws, Freedom of Establishment
and Freedom to Provide Service, and by its Section 2, Company
Law, Industrial Democracy and Standards.'*' The staff of DG 3.D.2
ranged from two to four in the time period of the preparation of
the Seventh Directive. Much of this period overlapped its work
on the Fourth Directive. It is remarkable that DG 3.D.2 could
handle as much work load as it did, since both the Fourth and
Seventh Directives involved mammoth efforts.
As one might expect from the significance of company law in
the EEC member states, the two top officials of DG 3.D.2 were
lawyers.^' The commission is not merely the administrative arm
of the EEC, since its most important power is the right to initiate
policy proposals. The Council of Ministers cannot introduce a
Community Law unless it has received a proposal on the subject
of such a law from the commissioner.'^^
A directive is not, in principle, immediately effective internally
but creates obligations on the governments of member states that
individuals and enterprises may cite before the courts of law.'^^
The individuals have redress to a national court, the European
Court, or to the commission.^"
The 1976 Draft began with a preamble that contained some
very revealing points:
Whereas the annual accounts of companies belonging to a group cannot
by themselves give a true and fair view of their position;
Whereas groups of companies are in fact economic units in which all the
member companies and undertakings are managed on a central and
unified basis in the interest of the whole group, ... it must become
compulsory to draw up group accounts both in respect of companies
heading a group and those which are in a position of dependency within
a group;
'•'^ Ruth Barrington and John Cooney, hisiiie the EEC: An Irish Guide (Dublin:
O'Brien Press, 1984), 43.
" Ibid., 45-46.
'^''Directory of the Commission of the European Communities (Luxembourg: Office for
Publications of the European Communities, 1984), 25-26.
'" Interview with member of staff of DG III, D2.
'^^ Barrington and Cooney, Inside the EEC, 47.
^' Price Waterhouse, Doing Business in the European Communities, 20.
^0 Ibid.
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and
Whereas a number of general principles . . . must be laid down in order
to ensure that items . . . can be readily compared.^'
The first point showed a preference of the tradition of the United
Kingdom for a true and fair view, rather than the continental
orientation to the chart of accounts. '^^ That the Fourth Directive
also adopted the true and fair view approach should be noted. ^^
The second point stressed "managed on a central and unified
basis" rather than the more than 50 percent ownership basis.
Another way of looking at this is as an economic versus legal
approach, or with tongue in cheek. West Germany versus everyone
else. The third point involved compulsory creation of consolidated
accounts, which seemed to give little room to maneuver. The
fourth point concerning general principles meant that specific rules
were to be promulgated.
The terms "dependent undertaking," "dominant undertaking,"
and "dominant influence" in Article 2 indicated that the more
than 50 percent ownership test would not be the only test employed
for consolidations. A dependency would also occur when an
undertaking could appoint more than half of the members of the
other undertaking's administrative, managerial, or supervisory
body.^'' Article 3 required that the dominant undertaking exercised
in practice its dominant influence to the effect that all such
undertakings are managed on a central and unified basis by the
dominant undertaking.^^ There was an assumption that an article
2 dependency situation led to management on a central and unified
basis. ^"^ Article 4 went further and stated that even if no Article 2
relationship existed, a group existed if there were management on
a central and unified basis. ^^ If there were an ownership of 20
percent or more and one or more group undertakings were
exercised in practice, a dominant influence on one or more other
undertakings to the effect that all such undertakings were managed
^' Official Journal of the European Communities, C14 Volume 22 (17 January 1979),
2-4.
^^ Christopher Nobes, Internal Classification of Financial Reporting (London, Sydney,
and New York: Croom Helm and St. Martin's Press, 1984), 4-5.
'' Price Waterhouse, Handbook on the EEC Fourth Directive: The Impact on Company
Accounts in the Nine Member Slates (Belgium: Price Waterhouse, 1979), 4.
^* Official Journal, 5.
" Ibid.
^6 Ibid.
" Ibid., 6.
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on a central and unified basis, those dependent undertakings shall
also form part of the group, and each is a group undertaking.^**
Article 6.2(a) required parent companies to file consolidated
subaccounts for their subsidiaries, although the parent was itself a
subsidiary of a parent having a registered office in the EEC member
states. ^^ Article 6.2(b) required consolidated subgroup accounts
for a parent that had its registered office outside the EEC.^" Both
proposals were the subjects of much controversy. Article 12.1(a)
required that the values existing at the moment of the acquisition
of the consolidated holding be used as the basis for consolidation.""
Hence, a fair value approach was endorsed. Article 12.1(a) also
specified that if the differences between book values and market
values at acquisition were attributable to specific items, the differ-
ences were to be added to the relevant items. The unattributed
amount was to be kept as a separate item."*^ Article 14.2(b) allowed
intercompany profit on the sale of a fixed asset that had a limited
useful life and had been the result of a transaction concluded at
normal market conditions. ^^ Article 15(d) mandated deferred tax-
ation arising in consolidation to be recognized.'''' Article 1 6 required
a write-off of goodwill over a maximum period of five years. ^'
Article 18.1 gave member states the option to require consolidation
on a pro rata basis if an undertaking were managed by a consortium
of firms.'"'
There were many means to air differences in opinion as to the
EEC draft. One was through the public newsletters of the large
international accounting firms. For instance. Price Waterhouse had
a very prompt reaction to the Commission Draft issued on April
29, 1976. The firm considered the economic concept to be foreign
to eight of the nine member states."*^ That this could lead to
consolidation when there is no ownership control, and nonconso-
lidation when there is ownership control but not central and
unified management, was stressed. ''^ There was opposition to the
five-year maximum period for the write-off of goodwill since this
'» Ibid.
3^ Ibid., 8.
^0 Ibid., 8-9.
^' Ibid., 11-12.
''' Ibid.
^Mbid., 13.
'' Ibid., 14.
"' Ibid.
"Mbid., 16.
"' Price Waterhouse, EEC Bulletin No. 23 (May 1976). 2.
*« Ibid.
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was one area where it might be wiser to take a less rigid approach.'*^
The last sentence in the Price Waterhouse response to the 1976
Draft was quite apropos to the need to balance the national interests
of the nine (and later ten, with Greece added to the EEC in 1981)
member states: "It seems that much will depend on everybody's
willingness to achieve a compromise between the economic and
legal concepts of a group."^°
The point of the controversy concerning the economic concept
of control is important, especially in light of its alien nature to
U.S. practice. Accountants dominate formulation of accounting
rules in the United States, but lawyers, economists, and union
officials may be at least as important as accountants in Europe
when accounting rules are made. It is not necessarily a better or
worse situation, but it is clearly a different situation.
THE 1977 ACTION OF THE ECONOMIC AND SOCIAL COMMITTEE
At the time of the Seventh Directive, the Council of the EEC had
appointed 144 members, based on national lists to the Economic
and Social Committee. This committee was created by the Treaty
of Rome with advisory status basically to represent three main
groups: employers, union members, and the general interest. Each
national delegation reflects this tripartite composition,^' and the
selection process for the commission guarantees this balance. ^^ The
committee is helpful to both the Council and the Commission by
forwarding its opinions to them before policy is set.^^ The Economic
and Social Committee was requested by the EEC Council to deliver
an opinion on the 1976 Draft of the Seventh Directive. The
committee referred the matter to its section for Industry, Com-
merce, Crafts and Service, which in turn asked its Study Group
on Company Law to draft its opinion.^'' The Study Group was
comprised of thirteen members whose positions at the time were
most impressive,^^ as were the positions of all the members in the
1984 index for the Economic and Social Committee. ^^
The report of the Study Group on Company Law raised some
''> Ibid., 4.
^0 Ibid., 5.
^' El-Agraa, Economics, 32.
*^ Barrington and Cooney, Inside the EEC, 22.
'^ El-Agraa, Economics, 32.
'^^ Economic and Social Committee, Report of the Section for Industry, Commerce,
Crafts and Services on the Proposal for a Seventh Directive . . . (Brussels: Economic and
Social Committee, 1977), 1.
^^ Letter from the staff of the Economic and Social Committee.
^^ Index (Brussels: Economic and Social Committee, January 1984), 71 pp.
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key points under the general comments section, one of which
concerned exemptions for smaller companies because of cost of
compliance and lack of expertise. A second one regarded the
vagueness inherent in the terms "significant influence" and "dom-
inant influence."^^ On this topic, the Study Group of the Economic
and Social Committee was opposed to Article 6(2)(b) on the
requirement of a company registered outside the EEC to consoli-
date holdings in the EEC.^^ There also was opposition to the
mandatory write-off^ of goodwill and to the maximum period of
five years. ^^ The Study Group on Company Law also opposed the
requirement for sales analysis by product and by geographical area
as being prejudicial for smaller companies from a competition
viewpoint. *'°
On February 24, 1977, the Economic and Social Committee
gave its formal opinion, which was to adopt the commission draft
with the comments forwarded from the Study Group on Company
Law.*'" Four amendments were offered from the floor, and three
were defeated. ^^ The one that passed (thirty-nine for, twenty-seven
against, and eight abstentions) dealt with Article 6(2)(a) of the
1976 Draft by the commission. It mandated consolidated subgroup
accounts only when overall consolidated statements were not
prepared.^' The report referred to the opinions on consolidations
by such organizations as the United Nations, the Organization for
Economic Cooperation and Development, and the International
Accounting Standards Committee, especially its Standard No. 3.''''
The work of the Economic and Social Committee was completed
relatively quickly and focused on the controversial areas. The very
high caliber of the members of this body gave its opinion much
weight; however, the role of this committee may be underrated by
many.
In its August 1977 EEC Bulletin, Price Waterhouse noted the
opinion of the Economic and Social Committee and other groups.
The concerns of smaller companies were stressed as coming not
only from the Committee but also from the Union of Industries
^' Economic and Social Committee, Report, 3-4.
^«Ibid., 21-22.
^9 Ibid., 18.
^"Ibid., 21-22.
*'' Economic and Social Committee, Opinion of the Economic and Social Committee on
the Proposal for a Sex'enth Directive . . . (Brussels: Economic and Social Committee,
1973), 1.
•^^ Ibid., Appendix, 1-3.
^' Ibid., Appendix, 3.
^* Ibid.. 3.
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of the Economic Community (UNICE).*^^ The committee's view of
the requirement of firms not subject to the Fourth Directive to
meet the requirements of the Seventh Directive was noted, as well
as a similar position taken by the European Communities Com-
mittee of the House of Lords in the United Kingdom.*^*' Although
the Economic and Social Committee favored the economic ap-
proach, UNICE did not. The EEC Accountants' Study Group had
proposed a compromise in which
. . . through additional disclosure, one set of financial statements would
give consolidated financial information on both an economic basis and
a power of control basis, in those cases where the two results would not
be the same.*''
Opposition to the economic approach in the European Commu-
nities Committee in the House of Lords was noted. ^^ Opposition
to the five-year write-off of goodwill was nearly universal. A change
in that proposed requirement in the Fourth Directive was hoped
to lead to the same change in the Seventh Directive.''^
THE 1978 REPORT OF THE EUROPEAN PARLIAMENT
The first direct election of the European Parliament occurred in
1979.^° Before that. Parliament meinbers were appointed by the
nine national parliaments in the member countires.'' There are
no national sections, only European-level political groups."^ Parlia-
ment must be expressly consulted by the commission on important
matters and meets for one-week sittings seven or eight times a
year. Parliamentary committees meet between sessions. ^^ The pres-
ident of the European Parliament referred the 1976 commission
draft to the Legal Affairs Committee on May 25, 1976. Its report
on May 17, 1978, had twenty-one opening points. The committee
approved the concepts as well as central and unified management
in points 2 and 3. In point 8 it endorsed subgroup reporting for
non-EEC registered companies but permitted an alternative of
" Price Waterhouse, EEC Bulletin So. 32. 2.
'•'' Ibid.
•^^ Ibid.
"^-^ Ibid.
«" Ibid.
^^ Barrington and Cooney, Inside the EEC, 52.
'' Nancy L. Hoepli, ed., The Common Market, The Reference Shelf, vol. 46, no. 5
(New York: H. W. Wilson Company, 1975), 15.
"2 Ibid., 20.
"Ibid., 20-21.
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worldwide consolidated accounting. In point 14 it endorsed a
write-off of intangibles longer than five years.''*
The Report of the Legal Affairs Committee broadened the
concept of the group to include a horizontal group (consortium).
In this situation, the central and unified management is exercised
not by a single dominant undertaking but by all the undertakings
forming the grouping.''^ The committee also wanted a more precise
definition of deferred taxation,''' and it concluded that the com-
mission proposal would aid in comparing EEC companies and
would protect the interests of shareholders, employees, and third
parties.''
A short report of the Committee on Economic and Monetary
Affairs of the European Parliament was included with the report
of the Legal Affairs Committee. The Committee on Economic and
Monetary Affairs seemed to endorse the legal concept in that
clarity and ease of handling were enhanced by that concept.'® It
did, however, issue a strong endorsement of the consolidation of
EEC holdings of companies headquartered outside the EEC, in
that multinational companies must be brought under international
surveillance.'^
A debate on the report in the European Parliament was held
on June 15, 1978, and the report was passed on the next day.®"
The discussant of the Legal Affairs Committee report also endorsed
the report for his parliamentary group, the Christian Democrats.*"
The spokesman for the Socialist Group commented on the impor-
tance of involving workers employed with a company in the decision
process of that company.®^ The spokesman for the European
Conservative group endorsed the report. The commission repre-
sentative responded to the views expressed in the report and
modified the commission's position on Article 6®^ and most of the
other amendments.**' He defended the economic concept as being
'* European Parliament, Report . . . on the Proposal . . .for a Seventh Direc-
tive, . . . Document 103/78, 5-7.
"^ Ibid., 26.
'"Ibid., 31.
""
Ibid., 36.
'" Ibid., 38.
" Ibid., 39.
*" Debates of the European Parliament, Sitting of Friday, 16 June 1978. 300.
*' Debates of the European Parliament, Sitting of Thursday, 13 June 1978, 242-44.
82 Ibid.. 245.
«' Ibid., 248.
8^ Ibid.
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in line with the reality of business relationships in all the member
states, not just a few.®^
The input by the European Parliament was not, in the writer's
opinion, in proportion to the length of time it held the 1976 draft.
Since the Parliament is not nationalistic but political party oriented,
national interests were primarily left to the next, and last, stage
of the process. Obviously, accounting is much more a political issue
in the EEC than in the United States.
The Price Waterhouse EEC Bulletin No. 37 ofJune 197 reported
that the long wait was worthwhile in that subgroup consolidation
was disapproved, worldwide reporting could replace EEC consol-
idation for a non-EEC dominant undertaking, and the amortization
of goodwill could be longer than five years. ^'^ The view of the
Economic and Monetary Committee on the legal concept was
noted. ^'
THE 1979 COMMISSION DRAFT
The Fourth Directive had been approved by the EEC Council of
Ministers on July 25, 1978,^^ and the second draft of the Seventh
Directive was issued on Januarv 17, 1979.^® The most important
change occurred in Article 6a in which subgroup consolidated
accounts could be avoided by meeting six requirements.^" Article
11.2 adopted the limits of two of the three size criteria of the
Fourth Directive and allowed the member states to permit com-
panies to file a group consolidated balance sheet in an abridged
form.^' Article 15d on deferred taxes gave companies the option
of showing the cumulative amount in the balance sheet or in the
notes to the accounts. ^^ The same size test for abridged reporting
was applied in Article 20a for the disclosure of financial commit-
ments, sales by geographical areas, average number of employees,
and the effect of accounting differences with the Fourth Directive. ^^
The second draft of the commission was completed relatively
promptly and did respond to the concerns as to subgroup consol-
»^ Ibid.
*^ Price Waterhouse, EEC Bulletin No. 37 (June 1978), 8.
" Ibid.
^^ Official Journal of the European Communities, C 14 Volume 22, 2.
*^ Ibid., cover page.
'•"Ibid., 8.
^' Ibid.. 11.
^Mbid., 14.
^Mbid., 16-18.
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idations and smaller groups. The deferred tax issue was sidestepped.
The Commission remained firm, however, on its view of economic
consolidation. Price Waterhouse EEC Bulletin No. 42 of March
1979 noted the continuation of the definition of a group, although
the wording was changed from central and unified management
to unified management, and of consolidations of EEC companies
by dominant companies registered outside the EEC.^''
THE 1983 DIRECTIVE
The last stage took from September 1978^' to June 13, 1983,^^
and was comprised of a council working party of national repre-
sentatives, the Committee of Permanent Representatives (Coreper),
and the Council of Ministers.^' The Commission was involved in
the working party.^^ There were four readings, rather than the
usual three, by the working party.^^ In this last stage, national
interests played a most important role, especially in light of the
1966 Luxembourg compromise that made unanimity necessary for
agreement when vital national interests are at stake.'"" When one
considers the diversity of reporting requirements of the then ten
EEC member states, it is no wonder that almost five years elapsed
before the directive was passed. Sharon M. McKinnon noted three
of these differences of requirements among the countries: (1)
parents obliged to prepare consolidation accounts, (2) normal basis
of consolidation, and (3) consolidation technique adopted. For
instance, in the first difference, Denmark, Ireland, the Netherlands,
and the United Kingdom required all parents; France (recom-
mended) and Italy (requirement being introduced) focused on
parents listed on a stock exchange; Belgium (if listed) and Germany
(or if a parent is public company) stressed parents of large groups;
Greece and Luxembourg set no requirements.'"'
The purpose of this paper was not to review the many specifics
of the 1983 promulgation but to comment on the six stages of
^' Price Waterhouse, EEC Bulletin No. 42 (March 1979), 1.
^Mbid., 1.
"^^ Commission of the European Communities, Sei'enteenth General Report of the
Activities of the European Communities (Brussels: Office for Official Publications of
the European Communities, 1984), 86.
^^ McKinnon, Consolidated Accounts, 25.
^* Price Waterhouse, Doing Business in the European Community, 21.
^^ McKinnon, Consolidated Accounts, 27.
'°" Barrington and Cooney, Inside the EEC, 13.
'"' McKinnon, Consolidated Accounts, 16.
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the approval process. As such, the discussion of the provisions of
the 1983 directive is brief. Article 1 required consolidations in
companies in which a majority voting interest or the power to
appoint the majority of the board of directors was held.'"*^ The
German situation was covered by requiring consolidation of an
undertaking which has the contractual power to exercise dominant
influence.'"'^ Article 5 was a concession to Luxembourg and granted
an exemption for financial holding companies.'"^ Article 11 mod-
ified the controversial consolidation of EEC holdings of non-EEC
registered companies by giving an exemption if overall consoli-
dation statements are issued, if the statements follow, or are
equivalent to, the Fourth Directive, and if the statements are
audited.'"^ Article 20 permitted pooling accounting if at least 90
percent of the consideration was in stock. '"^ Article 31 adopted
the goodwill amortization rules of the Fourth Directive, which
permitted a maximum write-off period of more than five years, as
long as that period does not exceed the useful economic life of
goodwill.'"' Negative goodwill was covered in Article 31, which
allowed a transfer to the profit and loss accounts only in two
limited situations.'"^ Article 40 gave the member states until
January 1, 1988, to put into effect the laws, regulations, and
administrative provisions for the Seventh Directive and until Jan-
uary 1, 1990, to require the first application of consolidated
accounts.'"^
The last stage was by far the most nationalistic of the stages of
development of the Seventh Directive. Without a doubt, the
expression of national interests is needed to cover such controversial
issues as economic control. One must be impressed with the way
the final draft covered all the bases to please the various countries.
One is less impressed with the time it took to achieve this accord
and with the time that the Seventh Directive was mandated to be
in effect.
^"^ Sex'enth Council Directive Concerning Consolidated Accounts, as reprinted in Price
Waterhouse EEC Bulletin (July 1983), 29.
103 McKinnon, Consolidated Accounts, 34.
"'^ Ibid., 46.
^"''Sex'enth Directive, 31.
""' Ibid., 32.
'" Ibid., 19, 32.
""* Ibid., 32.
'"« Ibid., 34.
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CONCLUSIONS
The result of the Seventh Directive is quite impressive, as is the
fact that this was accomplished with a small staff in DG3.D.2.
Although there might be little or no additional disclosures for
U.K. companies, this is certainly not true for Greek, Luxembour-
gian, French, and Italian companies. The goal of harmonization
must be tempered by the fact that different member states have
different concepts, practices, and laws to control relationships. The
use of optional requirements by member states helps greatly in
this area. Harmonization of different control situations might have
led to similar accounting for dissimilar events. Clearly, time and
means available were adequate for interest groups to make known
their views.
In some areas there were apparent inefficiencies. The first stage
might have been the place to introduce more nationalistic concerns
into the memorandum from the EEC Accountant's Study Group.
The commission would probably have benefitted greatly from this
input. The second stage, the EEC first draft, was perhaps more
lawyer oriented than accounting oriented. While this was necessary
considering the complexities of the number of member states,
more consideration to problems of accounting implementations
would have saved much controversy. The third stage of the
Economic and Social Committee opinion was, to the writer, done
extremely well and quickly. The fourth stage of the opinion of the
European Parliament took too long, even considering that the
Fourth Directive was not yet promulgated. The European Parlia-
ment setting of political parties, rather than national parties,
resulted in a delay before national interests came to play. The fifth
stage, the 1979 EEC second draft, was done quickly and was fairly
responsive to the opinions of the Economic and Social Committee
and the European Parliament. The last stage was lengthy but
necessarily so, since national interests had yet to be presented
effectively, all states had to agree, and considerable differences of
opinion were present. The inclusion of Spain and Portugal, and
perhaps others, make this stage more and more difficult if unanimity
is to be kept.
What does this Seventh Directive mean to U.S. accountants?
Clearly, uniformity for consolidated accounts is not, and will not,
be present, since member states have some time to change their
company laws and have, even then, significant options. It may be
worth examining how many instances of economic control exist in
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the United States, where this issue has not been rigorously ex-
amined from a consolidation approach, although the equity ap-
proach does touch on the economic control concept. The Seventh
Directive might be usefully studied from the viewpoint of public
versus private-sector control of the financial accounting rules body.
The Seventh Directive and its background are important for many
U.S. accountants.
A Comparative Analysis of Recent
Pronouncements on Accounting for Changing
Prices
ROBERT BLOOM and ARAYA DEBESSAY*
Inflation has temporarily receded in some of the major industrial-
ized nations in recent years. Historically, interest in inflation
accounting has fluctuated with the rate of inflation experienced in
any time period. Interest in inflation accounting understandably
appears to be diminishing currently. Nevertheless, the rate of
inflation is compounded over time and can become quite significant
in the long run.
Overcoming the deficiencies of the conventional accounting
model in periods of prolonged inflation is still an important,
unresolved subject. Professional accounting bodies in several coun-
tries have been searching for satisfactory solutions to the financial
reporting problems caused by general and specific price-level
changes.
In 1979, the United States became the first highly industrialized
country to issue a financial reporting standard on accounting for
changing prices — Statement of Financial Accountijig Standards No.
33 (SEAS No. 33). SFAS No. 33 v^as established as an experiment.
Certain aspects of its disclosure requirements were modified by
SFAS No. 82 in 1984.' In the United Kingdom, Statement ofStandard
* Robert Bloom is Professor of Accounting, John Carroll University, Cleveland,
Ohio.
Araya Debessay is Associate Professor of Accounting, University of Delaware.
' Financial Accounting Standards Board, Statement of Financial Accounting Standards
No. 82: "Financial Reporting and Changing Prices: Elimination of Certain Disclo-
sures. An Amendment of PAS 33" (Stamford, Conn.: FASB, 1984).
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Accountmg Practices No. 16 (SSAP No. 16)' on "Current Cost
Accounting" was released in March 1 980, effective for fiscal periods
beginning on or after January 1, 1980. SSAP No. 16 was also
issued for a three-year trial period. By 1985, SSAP No. 16 had
been downgraded to a nonmandatory status by the British Ac-
counting Standards Committee (ASC).^ Canada issued a pron-
ouncement on "Reporting the Effects of Changing Prices" in
October 1982.* In seeking an approach to the problem of price-
level changes, Australia proposed a standard on current cost
accounting which was issued in 1982.^ After considerable debate,
the proposed standard was finally released in November 1983 as
a nonmandatory Statement of Accounting Practice (SAP No. 1).
The standard strongly recommends the publication of supplemen-
tary current cost accounting financial statements.^
This paper analyzes and compares the purposes and disclosure
provisions of the standards and other authoritative statements on
the impact of changing prices currently in effect in the United
States, Britain, Canada, and Australia.
U.S. STANDARD
In 1979, the Financial Accounting Standards Board (FASB) issued
Statement of Financial Accounting Standards No. 33 (SEAS No. 33):
Financial Reporting and Changing Prices. After making a compre-
hensive study of the first five years of implementing SEAS No. 33,
in November 1984 the EASB issued Stateynent ofFinancial Accounting
Standards No. 52 (SEAS No. 82), "Financial Reporting and Changing
Prices: Elimination of Certain Disclosures," an amendment to FASB
Statement No. 33.
By issuing SEAS No. 33, which requires mandatory, supplemental
information on the effects of changing prices on business firms,
the EASB sought to improve the informational content of financial
reports. SEAS No. 33 (par. 3) intends to provide users with
information presumably relevant for their assessment of (1) future
Accounting Standards Committee, Statement of Standard Accounting Practice No.
16, "Current Cost Accounting" (London: ASC, 1980).
^ K. Sherwood, "Funeral Rites — the Death Knell of CCA," Accomitancy (U K )
(August 1985), 26. -
x
/
'* Accounting Research Committee, Secticm 4510: Reporting the Effects of Changing
Prices (Toronto: Canadian Institute of Chartered Accountants, 1982).
^
Australian Society of Accountants and the Institute of Chartered Accountants
in Australia, Statement of Accounting Standards. "Current Cost Accounting" (1982).
^ Australian Society of Accountants and the Institute of Chartered Accountants
in Australia, Statement of Accounting Practice No. 1, "Current Cost Accounting"
(1983). ^
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cash flows, (2) enterprise performance, (3) the erosion of operating
capability, and (4) the erosion of general purchasing power SFAS
No. 33 thus requires certain large firms to provide supplementary
financial data.
The following data are required to be disclosed bv SFAS No.
33:
1
.
Income from continuing operations adjusted for the effects of
general inflation;
2. Income from continuing operations on a current cost basis;
3. Purchasing power gains and losses on holding monetary items
reported separately (i.e., not included in the income from contin-
uing operations);
4. Holding gains on nonmonetary items net of inflation and
reported separately as "increases or decreases" on nonmonetary
items; and
5. Current cost or lower recoverable amounts of inventory and
property, and plant and equipment at the end of the current fiscal
year (pars. 29-38).
Disclosure of a five-year summary of specific financial data ex-
pressed in constant dollars is also required.
One of the required disclosures in SFAS No. 33 is income from
continuing operations on a historical cost/constant dollar (HC/
CD) basis. To make this adjustment, a general price-level index,
which is an average measure of the particular price changes
occurring in the economy, is used. Because particular prices in a
given firm conceivably may not move at the same rate or even in
the same direction as the general price level, and the interpretation
of historical cost restated for general price-level changes is difficult,
the relevance of the restated figures is in doubt. Accordingly, an
inconsistency appears to exist between the purposes and this
disclosure provision of SFAS No. 33. In issuing SFAS No. 82, the
FASB eliminated the requirement in SFAS No. 33 of HC/CD
information as long as supplementary disclosures on a current
cost/constant dollar basis are provided.
SFAS No. 33 discusses (paragraphs 57 and 58) the concept of
current cost:
The current cost of inventory owned by an enterprise is the current cost
of purchasing the goods concerned or the current cost of the resources
required to produce the goods concerned. . . .
The current cost of property, plant, and equipment owned by an
enterprise is the current cost of acquiring the same service potential
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(indicated by operating costs and physical output capacity) as embodied
by the asset owned; the sources of information used to measure current
cost should reflect whatever method of acquisition would currently be
appropriate in the circumstances of the enterprise. . . .
SFAS No. 33 requires the disclosure of general purchasing power
gains and losses from holding monetary liabilities and monetary
assets during a period of inflation. The purchasing power loss or
gain on net monetary items is not, however, included in measuring
the income of the period. Purchasing power gains on monetary
liabilities should be treated as an offset to interest charges for the
period to reflect the real interest cost. In computing the purchasing
power loss or gain, the use of the market value, rather than the
face value, of the debt is important. A principal weakness of SFAS
No. 33 is that the requirement to disclose the effect of the
purchasing power change on monetary liabilities is based on the
book value of debt outstanding. When inflation is anticipated,
the nominal interest rate on debt impounds a premium for the
anticipated inflation, the so-called Fisher effect. Thus, unless the
interest charges are partly offset by the gains that accrue from
holding monetary liabilities, the reported income for the period
would be understated. From this perspective, SFAS No. 33 is
deficient in terms of the method of computation and the manner
of reporting the purchasing power gains on debt. The FASB, in
issuing SFAS No. 82, indicated that it intends to release subse-
quently a statement to address current cost/constant dollar disclo-
sure and that all pronouncements related to SFAS No. 33 will be
combined.' Perhaps the forthcoming statement on accounting for
changing prices will resolve the deficiencies in the computation
and reporting of purchasing power losses and gains.
SFAS No. 33 also requires the disclosure of holding gains and
losses from inventories, property, and plant and equipment net of
the general inflation component, which produces an illusory, fic-
titious gain or loss. To the extent that a portion of these assets is
financed through debt, part of the holding gain can be treated as
income attributable to the present shareholders. SFAS No. 33 does
not, however, call for a gearing or financing adjustment. Nor has
SFAS No. 82 addressed this issue.
SFAS No. 33 requires reporting of income from continuing
operations on the basis of current cost basis or lower recoverable
value. All the pronouncements analyzed in this paper invoke the
concept of "lower recovery value," also called "deprival value," a
'See FAS 82, par. 10, 4.
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concept which is not clearly defined or justified in any of these
pronouncements. The standards assert that when the recovery
amount of the group of assets is below its current cost, the recovery
amount — the higher of net realizable value and present value —
should be applied to the assets and their corresponding cost
allocations. Bonbright is often considered the father of "deprival
value," which he defines as "the value of a property to its owner
is identical in amount with the adverse value of the entire loss,
direct and indirect, that the owner might expect to suffer if he
were to be deprived of the property."^ Thus, deprived value is the
loss the owner would bear if he were to lose the property or
asset(s) in question.
Unlike the other pronouncements, SFAS No. 33 prescribes
permanent and material write-downs from HC/CD, as well as
current-cost figures for inventories, property, and plant and equip-
ment, to be shown in the HC/CD income. Since SFAS No. 82
eliminates the HC/CD information as long as current cost/constant
dollar information is provided in accordance with SFAS No. 33,
deprival value will not have to be applied to HC/CD information.
Although SFAS No. 33 is deficient in its treatment of monetary
items and does not provide a monetary working-capital adjustment,
the current cost income from continuing operations may be con-
sidered "distributable" or "sustainable," reflecting the amount the
firm can sustain in the future or distribute as dividends while
maintaining its capital and continuing normal operations. Such
data should be relevant to investment decision making to the extent
that such income measures can aid investors in their predictions
of cash flows.
SFAS No. 33 also requires that the presentation of comparative
financial data be stated in constant dollars for the five most recent
years. This aspect of SFAS No. 33 recognizes the measurement
problem inherent in using the dollar as a unit of measure. In
periods of general price-level changes, the dollar has a serious
limitation as a unit of measure since it is unstable. Dollars of
different time periods have varying degrees of purchasing power.
Consequently, financial statements of diff^erent periods should be
restated in terms of a common unit of measure to facilitate
interperiod comparisons.
*J. C. Bonbright, The Valuatioti of Property, vol. 1 (New York: McGraw-Hill, 1937).
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BRITISH STANDARD
In 1980, the British standard on accounting for changing prices,
SSAP No. 16, was issued.^ As mentioned earlier, SSAP No. 16
was downgraded in 1985 to a nonmandatory status, and the British
Accounting Standards Committee is attempting to prepare a more
acceptable financial reporting standard on changing prices.
The fundamental objective of the U.K.'s Statement of Standard
Accounting Practice No. 16, "Current Cost Accounting" (SSAP No.
16), is, according to paragraph 5,
to provide more useful information than that available from historical
cost accounts alone for the guidance of the management, shareholders,
and others on such matters as
(a) the financial viability of the business,
(b) return on investment
(c) pricing policy, cost control and distribution decisions; and
(d) gearing.
Before it was downgraded to a nonmandatory status, SSAP No.
16 applied to most listed companies and other large entities.
To achieve this purpose, SSAP No. 16 calls for a two-stage
current cost income statement and current cost balance sheet. The
two-stage CCA income statement shows the current cost operating
profit by deducting the current-cost adjustments for the cost of
sales, depreciation, and monetary working capital from the histor-
ical cost income before interest and taxes. The current cost
operating profit is based on the concept of physical capital main-
tenance, which emphasizes the operating capacity of the firm. By
adding the "gearing adjustinent" to the current cost operating
profit, the "current cost profit attributable to shareholders" is
measured. The gearing adjustment is a measure of the benefit (or
cost) accruing to the common shareholders for having financed
part of the operating assets through debt. Given that debt repre-
sents a fixed obligation, any increase (decrease) in the current cost
of the assets financed by debt is viewed as a benefit (cost) to the
common shareholders. From another perspective, the gearing
adjustment constitutes a reduction to the current cost adjustments
that were made to arrive at the current cost operating profit of
the enterprise.
SSAP No. 16 requires the presentation of a current cost balance
sheet, the assets of which are shown "at their value to the business
based on current price levels." The "value to the business" concept
^ Accounting Standards Committee, Statement of Standard Accounting Practice, No.
16.
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is equivalent to the lower of the current (replacement) cost or the
recoverable amount of the asset, as in SFAS No. 33. As SSAP No.
16 (pars. 42 and 43) asserts:
The value to the business is the: (a) net current replacement cost; or, if
a permanent diminution to below net current replacement cost has been
recognized, (b) recoverable amount. The recoverable amount is the
greater of the net realizable value of an asset and, where applicable, the
amount recoverable from its further use.
The stated aims and the disclosure provisons of SSAP No. 16
appear to be consistent. By disclosing the current cost or lower
recoverable amount of a firm's assets, the balance sheet provides
a more realistic assessment of the resources used by a firm and
thus should enable users to compute return-on-investment ratios
for comparative purposes.
The current cost profit can be viewed as a measure of "distrib-
utable income" arising from the normal operations of the firm.
This measure of income, which serves to maintain the operating
capability of the firm, is presumably relevant information to
investors with a view to aid them in their assessment of future
cash flows.
Consistent with the stated objective of providing information
pertaining to financing, the current cost profit and loss account
shows a gearing adjustment in determining "the current cost
income attributable to shareholders." SSAP No. 16 (par. 16) offers
the following rationale for the gearing adjustment.
The net operating assets shown in the balance sheet have usually been
financed partly by borrowing and the effect of this is reflected by means
of a gearing adjustment in arriving at current cost profit attributable to
shareholders. No gearing adjustment arises where a company is wholly
financed by shareholders' capital. While repayment rights on borrowing
are normally fixed in monetary amount the proportion of net operating
assets so financed increases or decreases in the value to the business. . . .
The gearing adjustment represents the benefit accruing to common
stockholders as a result of financing a portion of a firm's assets
through debt during a period of increasing asset prices. The
gearing adjustment does not, however, reflect an amount that can
be distributed as a dividend without impairing the operating
capability of the firm unless additional borrowing is possible. Firms
are normally expected to maintain a given debt/equity ratio in
real terms, however, which suggests that the nominal amount of
debt should increase at the rate of inflation.
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According to paragraph 50, the British gearing adjustment is
computed as follows:
( Net borrowing ) (current cost adjustments)
( Net operating assets
on a current cost basis).
According to paragraph 45, net borrowing is the difference be-
tween
the aggregate of all liabilities and provisions fixed in monetary terms
(including convertible debentures and deferred tax but excluding pro-
posed dividends) other than those included within monetary working
capital and other than those which are, in substance, equity capital, and
the aggregate of all current assets other than those subject to a cost of
sales adjustment and those included within monetary working capital.
The current cost adjustments reflect changes that are deducted
from historical cost income reflecting cost of sales, depreciation,
depletion, and monetary working capital.
SSAP No. 16 requires a monetary working-capital adjustment
to facilitate the measurement of CCA profit consistent with the
physical capital-maintenance concept underlying SSAP No. 16.
SSAP No. 16 (pan 11) off^ers the following rationale for the
monetary working-capital adjustment:
Most businesses have other working capital besides stock [inventory]
involved in their day-to-day operating activities. For example, when sales
are made on credit the business has funds tied up in debtors. Conversely,
if the suppliers of goods and services allow a period of credit, the amount
of funds needed to support working capital is reduced. This monetary
working capital is an integral part of the net operating assets of the
business. Thus, the Standard provides for an adjustment in respect of
monetary working capital when determining current cost operating profit.
This adjustment should represent the amount of addition (or reduced)
finance needed for monetary working capital as a result of changes in
the input prices of goods and services used and financed by the business.
The monetary working-capital adjustment consists of "(a) trade
debtors, prepayments and trade bills receivable, plus (b) stocks not
subject to a cost of sales adjustment, less (c) trade creditors, accruals
and trade bills payable. . . ." (par. 44).
Among the current pronouncements on changing prices consid-
ered in this paper, SSAP No. 16 is the only one that does not
require the disclosure of purchasing power gains or losses on
holding monetary items. A strong argument can be made in favor
of including properly computed purchasing power gains on holding
monetary liabilities in an inflationary period. As previously stated.
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interest charges on long-term loans are normally expected to reflect
the anticipated inflation rate. Hence, failure to consider the pur-
chasing power gain from holding debt as an off^set to interest
charges would lead to understated income. In this regard, SSAP
No. 16 is deficient.
Another deficiency of the U.K. standard is that it did not address
the measurement unit problem in financial reporting. Investors
and other users of financial reports presumably make comparative
trend analyses. Such time-series analyses can be facilitated by
financial reports that are restated in a common unit of measure-
ment, such as the "constant dollars" required by SFAS No. 33.
Although the need for a constant unit of measure is acknowledged
in SSAP No. 16, this standard did not call for such a measurement
unit to reduce the complexity of implementing the new CCA
standard (par. 37). That SSAP No. 16 did not gain general
acceptability has been attributed to its neglect of the measurement
unit problem and to its failure to account properly for purchasing
power gains on debt in an inflationary period.
CANADIAN STANDARD
The Canadian Institute of Chartered Accountants (CICA), the
accounting standard-setting authority in Canada, took a significant
step in 1979 by issuing an exposure draft proposing a current cost
accounting model for the reporting of the effects of changing
prices by large, publicly held Canadian enterprises. Prompted by
the comments received on the exposure draft, a re-exposure draft
entitled Reporting the Effects of Changing Prices was issued in Decem-
ber 1981, and the standard was subsequently released in October
1982 as Section 4510 of the CICA Handbook. This standard is a
recommended, not a required, disclosure pronouncement. Supple-
mental disclosures, such as those called for in Section 4510, are
all voluntary in Canadian financial reporting.
This standard reaflirms the importance of the conventional
accounting financial statements as "reliable and independently
verifiable" measures of actual arm's-length transactions and ac-
knowledges the limitations of conventional financial statements
during periods of prolonged inflation. Thus, without calling for
changes per se in the conventional financial statements, the standard
recommends supplementary data indicating the effects of changes
in the prices of the specific goods and services purchased, produced,
and used by an enterprise. It also recommends supplementary data
of the effects of changes in the measurement unit resulting from
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changes in the general purchasing power of the monetary unit.
Such supplementary data are expected to help users of financial
statements achieve a better understanding of the effects of changing
prices on business enterprises — in making investment, credit, and
other economic decisions.
The standard identifies five objectives that can be achieved by
reporting the required supplementary data. These objectives con-
cern (1) maintenance of the operating capability of the enterprise,
(2) maintenance of the operating capability financed by common
shareholders; (3) evaluation performance; (4) maintenance of gen-
eral purchasing power of capital; and (5) assessment of future
prospects (par. 6).
This Canadian standard requires the disclosure of certain sup-
plementary information of the effects of changing prices. The
supplementary information deals with specific price changes, as
well as the impact of changes in the general purchasing power of
the monetary unit.
The following balance sheet items are to be reported at their
end-of-the-year current costs, identifying any reduction from cur-
rent cost to lower recoverable amount: (1) inventory, (2) property,
plant and equipment; and (3) net assets, after restating inventory,
property, and plant and equipment on current cost basis. This
standard requires the disclosure of comparative data, showing the
corresponding amount for the preceding period restated in constant
dollars.
The standard also requires the disclosure of current cost income
for the period showing the cost of goods sold and depreciation,
depletion, and amortization on a current cost basis or lower
recovery value. In addition, the following information is to be
disclosed:
1
.
Changes in the current cost values of the inventory, plant and
equipment during the reporting period, together with information
as to any reduction from current cost to lower recoverable amount,
if any.
2. The amount of changes in the current cost amounts of inventory
and property, and plant and equipment that is attributable to the
effects of general inflation.
3. The amount of the gain or loss in general purchasing power
that results from holding net monetary items during the reporting
period. This amount is to be disclosed separately and not included
in computing the income for the period.
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4. The financing adjustment based on the current cost adjustments
to income for the period.
The foregoing information is to be shown on a comparative basis
with the corresponding data for the preceding year stated in
constant dollars.
The income statements are primarily considered to reflect the
current cost income of the enterprise. Since there is no provision
for any monetary working-capital adjustment, however, such an
income measure cannot be considered a complete current cost
income measure of the enterprise. With the disclosure or additional
supplmentary information, users may be able to compute the
income attributable to shareholders under both an operating-
capability concept of capital and a financial concept of capital.
The Canadian standard defines "current cost" explicitly in
paragraph 15 in terms of:
the amount of cash or other consideration that would be needed currently
to acquire an asset having the same service potential as embodied by the
asset owned and, depending on the extent of technological change, would
be determined by reference to either current reproduction cost or current
replacement cost.
When technology remains constant, current reproduction cost is
the same as current replacement cost.
The Canadian financing or gearing adjustment is computed,
according to paragraphs B.33 and 34, in the following manner:
(Average net monetary liability) (current cost adjustments)
for the year
(Average net monetary liability
and average common shareholders'
equity on a current cost basis).
The net monetary liability represents all liabilities including current
liabilities, but not deferred taxes (unlike the British gearing ad-
justment), whereas the current cost adjustments reflect cost of
sales, depreciation, and depletion. Unlike the British standard
(SSAP No. 16), no monetary working capital adjustment is re-
quired. Furthermore, in contrast to the British standard, instead
of merely using current cost adjustments based solely on realized
items, an alternate computation in the Canadian standard uses the
current cost adjustments pertaining to both realized and unrealized
changes in the inventory and property, and plant and equipment
accounts.
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Apart from the disclosure of a financing adjustment, which is
not required by SFAS No. 33, and HC/CD data which are not
required by the Canadian standard, the U.S. and Canadian pron-
ouncements are quite similar. Unlike the British standard and the
Australian Statement of Accounting Practice (SAP 1), the U.S.
and Canadian standards constitute an attempt to provide a more
comprehensive solution to the accounting problems resulting from
general and specific price-level changes.
Although one of the aims of the Canadian standard is to provide
information helpful for the maintenance of the operating capability
of the enterprise, the disclosure provisions do not appear to provide
a complete foundation for such an assessment. The same can also
be said of SFAS No. 33. The income measure that is consistent
with the maintenance of operating capability of the enterprise is
a current cost income measure similar to that required by SSAP
No. 16. The income statement, however, does not include any
provision for a monetary working-capital adjustment. Such an
income measure cannot, therefore, be considered a comprehensive
current cost income measure.
Consistent with their aim to provide information that is presum-
ably helpful in assessing whether an enterprise has maintained the
general purchasing power of its capital, both the Canadian standard
and SFAS No. 33 require information of the purchasing power
gains and losses from holding monetary items. As previously
observed, SSAP No. 16, on the other hand, does not require such
information. The relevance of purchasing power gains and losses,
particularly the manner in which such data are computed both in
the Canadian standard and SFAS No. 33, has been seriously
questioned. In general, while there appears to be much consistency
between the aims and the required supplementary information,
the Canadian standard shares some of the shortcomings of SFAS
No. 33, particularly regarding the treatment of monetary items.
The CICA published a booklet reporting the first year's expe-
rience with Section 4510, "Reporting the Effects of Changing
Prices," in an attempt to assess the usefulness of the required
disclosures.'" The CICA Accounting Standards Committee has
indicated that it will undertake a comprehensive review of Section
4510 five years after its issuance.
'"
"Report on Reporting the Effects of Changing Prices," CA Magazine (April
1985), 6.
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AUSTRALIAN STATEMENT OF ACCOUNTING PRACTICE
After promulgating several exposure drafts and statements of
provisional accounting standards on accounting for the effects of
changing prices, the Australian accounting profession issued a
proposed Statement of Accounting Standards on Curreyit Cost
Accou72ting in 1982." The proposed standard applies to large,
publicly traded companies, as well as large government and semi-
government business undertakings, according to paragraph 8.
According to Australia's proposed Stateynent of Accounting Stan-
dards on Curreyit Cost Accounting (CCA), "the objective of financial
reporting is to satisfy needs of users for relevant information on
the economic affairs of a business entity" (par. 2). This statement
acknowledges the deficiencies of the conventional accounting
framework during periods of changing prices and suggests the
recognition of the impact of the changes in the prices of specific
goods or services currently needed by the firm.
The proposed statement asserts that "the objective of CCA is
to ensure that, having regard to changes in specific prices, the
results and resources of an entity are realistically measured so as
to be of maximum value to users." More specifically, the proposal
claims that the current cost information will assist investors, man-
agers, and other users in better assessing the economic performance
of the entity (as measured by its profitability), the financial viability
of the entity, and dividend policies. In addition, CCA information
is also supposed to "assist management in optimizing its use of
resources, in cost control, in determination of pricing policies, and
capital-raising decisions" (par. 7).
To meet these aims, the proposed statement requires the com-
putation of income and the presentation of the balance sheet on
a current cost or lower recovery basis. In paragraph 52g, the
proposed statement asserts that:
"Recoverable amount," in relation to an asset, means the net amount
that is expected to be recovered:
(i) from the total cash inflows less the relevant cash outflows arising
from its continued use;
and/or
(ii) through its sale.
Although nothing is said of present valuation in the foregoing
definition, Gynther, who was a member of the Australian CCA
" Australian Society of Accountants and The Institute of Chartered Accountants
in Australia, Statement of Accounting Practice No. 1.
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Standards Committee that prepared the proposed statement, con-
tends that discounting is implicit in the definition:
I believe that the Australian [definition] . . . (apart from the discounting
matter) is more precise than those of the UK, USA, etc. I think, the
Australian definition is the only one that covers the situation where it is
the intention to employ an asset for (say) two years and then sell it. Both
the future cash flows from use and the estimated eventual selling value
need to be included in "Recoverable Amount" in such a case. The "and/
or" in the Australian definition does this. In such cases both the cash
flows from its use and its estimated sale value would need to be dis-
counted.'^
Gynther asserted that the definitions of recoverable amount in
SFAS No. 33 and SSAP No. 16 are deficient inasmuch as they fail
to consider expected selling prices of assets after a period of
usage. '^
The Australian proposed standard is based on the concept of
physical capital maintenance, which provides a measure of income
that the enterprise can distribute as dividends while maintaining
its operating capability. The current cost data are to be presented
as supplemental information together with a statement of changes
in shareholders' equity on a current cost basis with specific ex-
planatory notes in addition to the conventional financial statements.
This proposed statement does not, however, preclude the pres-
entation of current cost accounting (CCA) financial statements as
the principal financial statements; in this respect, the Australian
and British pronouncements are alike. On the other hand, the
current cost data are expected to be disclosed only as supplementary
information according to the American and Canadian standards.
The Australian proposed statement defines current cost of an
asset as "its cost measured by reference to the lowest cost at which
the gross service potential of that asset could currently be obtained
in the normal course of business." Gynther contends that the
current cost of an asset should reflect the reproduction costs of
assets currently held, even if reproduction cost per unit of service
potential exceeds replacement cost per unit of service potential
because profit measurement should reflect what the entity actually
did with the assets it had during the past period rather than what
it may have done.
One distinctive feature of the Australian CCA standard is that
it does not show the CCA profit attributable to common share-
'^ R. S. Gynther, Correspondence with the authors (22 April 1985).
'3 Ibid.
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holders in the CCA profit and loss statement proper. Recall that
SSAP No. 16's CCA income statement shows both the current cost
income of the enterprise and the current cost income attributable
to common shareholders in the same statement. It is important to
note, however, that the Australian proposal calls for additional
disclosure as a note to the CCA profit and loss statement of
information that ma\ enable interested readers to determine the
current cost income attributable to common stockholders. This is
done bv adding the '"gain of loan capital"" to the CCA net profit.
"Loan capital." as defined b\ the Australian statement, is the
amount borrowed for financing the operating capability of an
entity, it includes the current portion of long-term debt but
excludes other current monetar\ liabilities. This gain on loan
capital is a gearing adjustment for all intents and purposes.
The purpose of the Australian CCA standard is to provide useful
information bv slating the \alue of the resources of the firm and
the results of its operations. During periods of changing prices,
the conventional balance sheet, which is based on the historical
cost principle, has serious limitations in conve\"ing rele\"ant meas-
ures of the assets of a firm. In this respect, the current cost
supplementary data should be beneficial to users of financial
reports. The Australian CCA profit is based on the concept of
physical capital maintenance, which implies that the reported
current cost income is the amount the firm can distribute as
dividends while maintaining its operating capacity. Such a measure
of income is presumed to be relevant to users who are interested
in making predictions about cash flows of the firm. In this respect,
the Australian proposal appears to require information consistent
with its purposes. However, the proposed standard also shares the
same weakness as the other standards in its method of computation
and treatment of purchasing power gains and losses from holding
debt during inflationary periods. Another deficiency in the pro-
posed Australian CCA svstem is that it does not deal with the
measurement unit problem. Although this problem is not partic-
ularly serious with the CCA model in dealing with a given time
period, the need for a constant unit of measurement is evident
for interperiod comparative analysis. SSAP No. 16 is characterized
bv the same shortcoming. On the other hand, both the U.S. and
Canadian standards call for the use of constant dollars in presenting
comparative financial data. To provide a comprehensive solution
to the problem of accounting for changing prices, it is necessary
to address the measurement unit problem.
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The 1982 proposed Statement of Accounting Standards has
finally been released by the Australian Society of Accountants and
the Institute of Chartered Accountants in Australia, as Statement
of Accounting Practice No. 1 (SAP 1): Current Cost Accounting. It is
virtually the same as the 1982 proposed standard except that as a
statement of accounting practice, it is a "strong recommendation,"
and as such it is nonmandatory as opposed to a statement of
accounting standards, which is mandatory. As a recommendation,
SAP No. 1 "places a professional responsibility on members to
seriously consider the proposals and to work positively towards a
solution to the problems which those proposals are designed to
solve." SAP No. 1 calls for the preparation of CCA financial
statements by all entities on an experimental basis, either as the
primary accounts or on a supplementary basis. The CCA financial
statements are to include an income statement, a balance sheet,
and a statement of change in shareholders' equity and explanatory
notes. The experimental nature of SAP No. 1 is meant to provide
firms preparing CCA information with the latitude to develop and
implement their systems gradually.
RECAPITULATION
Among the accounting pronouncements included in this study, the
American and Canadian standards go to great length to clarify
their purposes and explain how the disclosure provisions satisfy
these aims. To a lesser degree, both the British SSAP No. 16 and
the latest Australian standard state their purposes with their
respective disclosure provisions.
In comparing the U.S., British, Canadian, and Australian price-
level accounting standards and proposals, the following can be
asserted.
The U.S. and Canadian standards have almost identical objec-
tives. Nonetheless, there is a key difference in the purposes of the
Canadian standard and SEAS No. 33. Although both documents
include "the maintenance of the operating capability of the enter-
prise" as a stated aim, the Canadian standard specifically contains
an additional objective on the "maintenance of the operating
capability of common shareholders" unlike the U.S. standard. In
fact, the Canadian standard appears to have "borrowed" a great
deal from SEAS No. 33. On the other hand, there is considerable
similarity between SSAP No. 16 and the 1982 Australian Proposed
Standard.
Both the U.S. and Canadian documents have specifically stated
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their intent to provide information useful for predicting cash flows.
The British and Australian statements do not explicitly call for
the provision of information that users may find relevant in
assessing future cash flows. Nevertheless, both the U.K. and
Australian approaches assert the importance of providing useful
information for managerial decision making. In the United States
and Canada, the accounting standard-setting authorities are pri-
marily concerned with establishing accounting standards for ex-
ternal reports. This might explain, therefore, why no reference is
made in the U.S. and Canadian standards to information for
managerial decision-making purposes.
The U.S. and Canadian standards require information dealing
with purchasing power gains and losses on holding monetary items
as separate supplementary disclosures. The U.K. and Australian
standards, on the other hand, do not require such information.
The Australian document does, however, call for information on
purchasing power gains and losses from holding monetary items
as a footnote disclosure in connection with the computation of its
monetary working-capital adjustments. In all of the standards
considered here, the computation and the treatment of gains and
losses on holding debt during inflation are notably deficient.
The U.K.'s SSAP No. 16 requires the disclosure of information
as to "gearing" as one of its asserted aims. A similar provision is
also required to meet one of the stated aims of the Canadian
standard, dealing with information to assess the "maintenance of
operating capability financed by common shareholders." To ac-
complish this objective, the Canadian standard recommends a
"financing adjustment,' which is similar to the British "gearing
adjustment." These adjustments are designed to reflect the benefit
or cost to common stockholders from financing a portion of a
firm's operating assets through debt in a period of changing prices.
SEAS No. 33 does not contain this purpose; nor does SEAS No.
33 require disclosure of a gearing or financing adjustment. Never-
theless, SR\S No. 33 does assert the purpose of providing infor-
mation presumed to be useful in assessing the erosion of the firm's
operating capabilities. In a marked departure from an earlier
exposure draft, the recent Australian proposed standard does not
show any gearing adjustment in the main body of the CCA income
statement, which is primarily designed to report the CCA income
of the enterprise. In what appears to be a compromise solution,
however, the Australian pronouncement mandates the disclosure
of "gains and losses on loan capital," which, in effect, is equivalent
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to a gearing or financing adjustment for the benefit of those
readers who might be interested in the income attributable to
common stockholders. While the American and Canadian standards
are neutral on the concept of capital maintenance, SSAP No. 16
and the Australian proposed standard appear to emphasize the
concept of maintaining operating capability as a common objective.
SFAS No. 33 is the only standard that requires the disclosure of
supplementary HC/CD data in addition to current cost informa-
tion; however, SFAS No. 82 eliminates the HC/CD requirement
for companies reporting current-cost/constant-dollar information.
In other respects, the U.S. and Canadian standards are alike. Both
standards attempt to reflect the eff'ect of specific price changes
and the impact of general price-level changes on the general
purchasing power of the monetary unit. There are striking simi-
larities between SSAP No. 16 and the proposed Australian stand-
ard. All the pronouncements considered call for supplementary
current cost data or lower recoverable (i.e., deprival) amounts.
However, the defintions of deprival value vary somewhat from
pronouncement to pronouncement. Neither the British nor the
Australian statement explicitly refers to present valuation in defin-
ing lower recovery amount in contrast to the American and
Canadian standards. The Australian statement is the only one that
refers to the expected selling price of the asset(s) subsequent to a
period of usage. '^ None of the pronouncements examined in this
paper calls for the measurement of liabilities in terms of current
cost. With the exception of SSAP No. 16, all the pronouncements
require the disclosure of general purchasing power gains or losses
on holding monetary items.
Unlike SSAP No. 16 and the Australian proposed standard,
SFAS No. 33 and the Canadian standard do not require a monetary
working-capital adjustment in measuring the current cost income
of the entity. As stated earlier, SSAP No. 16 requires a gearing
adjustment in the CCA profit and loss statement. There is no
gearing provision in SFAS No. 33, although the British and
Canadian standards, as well as the Australian proposal, call for a
gearing or financing adjustment to be disclosed for the benefit of
users who may be interested in computing income attributable to
shareholders.
SFAS No. 33 requires income from continuing operations both
on current cost and general price-level-adjusted bases. The Ca-
nadian standard and the Australian proposed standard, on the
'* Ibid.
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other hand, require a current cost income statement primarily
designed to show the current cost income of the enterprise. In
contrast, the U.K.'s SSAP No. 16 requires a two-stage current cost
income statement showing (1) current cost operating profit, and
(2) current cost profit attributable to shareholders.
Both the U.K. and Australian statements require a current cost
balance sheet, which can be presented either as a supplementary
or primary statement, whereas the U.S. and Canadian standards
require only the disclosure of balance sheet items on a current
cost basis with holding gains on monetary items reflected net of
general inflation.
Only the U.S. and Canadian standards require the restatement
of comparative financial data in terms of constant dollars. There
is no mandatory requirement to present comparative data stated
in a common unit of measurement in the British and Australian
CCA accounting pronouncements. British enterprises are encour-
aged (SSAP No. 1 6, pan 37) to provide comparative figures adjusted
to a common price basis.
The disclosure provisions generally appear to be consistent with
the objectives in the pronouncements and proposals covered in
this study. The only exception where we were unable to find a
satisfactory link was with regard to the HC/CD data that are
required by SFAS No. 33. Restatement of historical cost data using
a general index results in data that are hard to interpret. In most
other instances, while one might take issue with particular disclosure
requirements, there is a consistency between the purposes and the
disclosure provisions. Failure to require a properly computed
monetary working-capital adjustment in both the U.S. and Cana-
dian standards results in an incomplete CCA income measure, one
that is less than fully consistent with the objective of maintaining
the operating capability of the firm. It should be emphasized that
both SFAS No. 33 and the Canadian standard are neutral on the
concept of capital maintenance. All the standards considered in
this paper are deficient in their treatment of the impact of changing
prices on holding debt.
CONCLUSION
This paper has analyzed and compared the objectives and reporting
requirements underlying the price-level accounting methods that
have been recently issued or proposed in the United States, Britain,
Canada, and Australia. An understanding of the objectives pro-
posed in these documents provides a framework for evaluating the
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internal consistency of a given pronouncement and enhances our
understanding of the reporting differences that exist among the
different countries.
This comparative analysis reveals points of tangency among
pronouncements and proposed standards. The stated objectives
and reporting requirements enunciated in these statements are
generally similar. As evidenced by all the similarities among the
pronouncements, there has been a considerable international ex-
change of ideas on inflation accounting.
The price-level accounting standards that have been adopted in
the United States, the United Kingdom, and Canada apply to large
publicly held companies. These countries have highly developed
capital markets, although perhaps with varying degrees of efficiency.
Based on these observations, it can be hypothesized that the
financial reporting environment among these countries is essentially
similar, and consequently the objectives of financial statements and
the nature of required information ought to be similar as our
analysis confirms to a large extent.
For publicly held companies, the overriding concern for external
reporting purposes should be to provide relevant information for
investment decisions. Such information should assist prospective
investors in the assessment of cash-flow prospects. The American
and Canadian standards appear to be keenly aware of the need to
provide investor-oriented information. On the other hand, the
British and Australian documents do not explicitly emphasize the
objective of providing information to assist investors in assessing
the amounts, timing, and uncertainty of future cash flows.
Contrasting Income Treatment of Monetary
Items in Recent Accounting Standards in New
Zealand, the United Kingdom, and the United
States
DAVID PENDRILL*
After many years of discussion, three countries in the English-
speaking world now have accounting standards which attempt to
address the problem of changing prices in financial accounting.
These countries are New Zealand, the United Kingdom, and the
United States.
The first of the three statements of standard accounting practice
to be adopted was Statement No. 33, "Financial Reporting and
Changing Prices," issued by the Financial Accounting Standards
Board (FASB) in the United States in September 1979. It required
large companies to provide supplementary information revealing
the effects of price changes for reporting years after December
25, 1979. Companies could, if they wished, also prepare a set of
supplementary accounts, but this was not mandatory.
The second standard, "Statement of Standard Accounting Prac-
tice No. 16: 'Current Cost Accounting' " (SSAP No. 16), was
issued in March 1980 by the United Kingdom's Accounting Stan-
dards Committee. This required listed and large companies to
prepare supplementary current cost accounts for accounting years
starting on or after January 1, 1980.
The most recent standard, CCA-1, "Information Reflecting the
Effects of Changing Prices," was issued by the New Zeland Society
* David Pendrill is a Senior Lecturer in Accountancy at University College,
Cardiff. He has also served as a Lecturer at the London School of Economics and
as Visiting Professor at the National University of Singapore.
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of Accountants in March 1982 and required companies listed on
the New Zealand Stock Exchange to prepare supplementary current
cost accounts for accounting years beginning on or after April 1,
1982. This standard opts for a preferred method of preparing the
current cost accounts, and this method is illustrated in the Guidance
Notes (GU-4), which were issued at the same time as the standard.
This article considers this preferred method and does not consider
the alternative method illustrated in the second set of Guidance
Notes (GU-7) issued subsequently in December 1982.
Given the long periods involved in reaching agreement on the
three respective standards, the common language and the links
between the professional accountancy bodies in the three countries,
we would expect the later standards to have benefited from the
knowledge of and practical experience with the earlier standards.
This would be particularly so with the New Zealand (N.Z.) state-
ment. In fact, we find that CCA-1 is specifically stated to be based
on SSAP No. 16. In spite of this, CCA-1 differs significantly from
SSAP No. 16.
Although considerable agreement exists between the three stand-
ard-setting bodies on the most appropriate methods for valuing
assets and liabilities in a balance sheet, much less agreement exists
on how to measure the profit for a period. In part, this is due to
the adoption of different capital maintenance concepts, but this
does not provide a full explanation for the existing differences.
This article focuses on one of the major areas of difference
between the three standards, the treatment of monetary items in
the context of profit measurement. An attempt is made to describe
the differences which exist and to explain why the various ap-
proaches have been adopted.
All three standards are experimental and are to be reviewed
after a period of practical experience. When each standard-setting
body undertakes its review, it will undoubtedly consider the results
of similar experiments in other countries. The article concludes
by highlighting questions which might usefully be addressed as
part of this review process.
CONTRASTING APPROACHES
All three standards operate within the traditional framework of a
balance sheet and profit and loss statement, although the FASB
statement does not actually require the preparation of a full set
of accounts. Thus, they all contain rules on the valuation of assets
and liabilities and on the determination of various components of
profit.
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Balance Sheet Valuation
Both SSAP No. 16 and CCA-1 require that tangible assets and
intangible assets other than goodwill be shown at their values to
the business. This is defined identically in these two statements':
(a) net current replacement cost; or, if a permanent diminution to below
net current replacement cost has been recongized,
(b) recoverable amount.
Recoverable amount is, in turn, defined as the greater of the net realizable
value of an asset and, where applicable, the amount recoverable from
its further use.
FASB Statement No. 33 requires that enterprises disclose the
current cost amounts of inventory and property, plant and equip-
ment at the end of the current fiscal year.^ The current cost
amounts are defined as current cost or lower recoverable amount.^
Lower recoverable amount is defined, in turn, as the current worth
of the net amount of cash expected to be recoverable from the
use or sale of the asset.
Although FASB terminology is particularly clumsy, and it is
possible to interpret "net current replacement cost" and "current
cost" differently, the underlying valuation concept of all three
standards is clearly that which is described in the academic ac-
counting literature as "deprival value" or "value to the business."^
In the case of SSAP No. 16 and CCA-1, this valuation base is to
be applied to land and buildings, plant and machinery, stock and
intangible assets other than goodwill; under the FASB statement,
it is to be applied to inventory and property, plant and equipment.
Thus, the application is somewhat wider under SSAP No. 16 and
CCA-1.
The three standards are in full agreement as to the treatment
of monetary assets and liabilities. No adjustments are to be made
to the amount at which they appear in the historical cost accounts.
It is therefore possible to criticize all three standards for adopting
such an asymmetrical approach to valuation. Because they require
that the major real assets be shown at their "value to the business,"
symmetry would require that monetary assets and liabilities be
shown on the same basis. Although the figures for most short-
' SSAP No. 16, par. 42, and CCA-1, par. 3.5.
2 FASB Statement No. 33, par. 30b.
3 Ibid., par. 51.
^ The latter term is actually used in SSAP No. 16 and CCA-1, but it is also clearly-
recognized in Appendix C to FASB Statement No. 33, par. 99h: ". . . the terms
'value to the business,' 'deprival value," and 'current cost or lower recoverable
amount' all have the same meaning."
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term monetary assets and liabilities which appear in historical cost
accounts may represent their value to the business, it is extremely
unlikely that the values of long-term liabilities included in historical
cost accounts represent the value to the business of those liabilities
in a period in which interest rates and inflation rates have fluctuated
considerably.
In making this criticism, we must, however, recognize that the
theoretical work on the valuation of liabilities is much less developed
than that on the valuation of assets.^ Not surprisingly, not one of
the three standards has grasped this nettle at this particular time.
Profit Measurement
In this area, the major diff^erences emerge. These diff^erences are
best approached by considering the information which is required
by the respective standards.
FASB Statement No. 33. This statement requires an enterprise to
disclose the information shown in Exhibit 1 .^
Thus, FASB Statement No. 33 requires the disclosure of the
income from continuing operations on both a historical cost/
constant dollar basis (par. 29a) and a current cost basis (par. 30a).
The former considers inflation, but the latter reflects movements
Exhibit 1. Part of Information Required by FASB Statement No. 33
Paragraph 29
a. Information on incomes from continuing operations for the current
fiscal year on a historical cost/constant dollar basis.
b. The purchasing power gain or loss on net monetary items for the
current fiscal year.
The purchasing power gain or loss on net monetary items shall not be
included in income from continuing operations.
Paragraph 30
a. Information on income from continuing operations for the current
fiscal year on a current cost basis.
c. Increases or decreases for the current fiscal year in the current cost
amounts of inventory and property, plant, and equipment, net of inflation.
The increases or decreases in current cost amounts shall not be included
in income from continuing operations.
' An example of theoretical work on the valuation of liabilities is provided in D.
Kulkarni, "The Valuation of Liabilities," Accounting and Business Research (Summer
1980).
'^ Subparagraph (b) of par. 30 concerns the valuation of assets and has been dealt
with earlier.
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in the specific prices of the inputs used to generate revenues
recognized in the current period.
The income from continuing operations on a current cost basis
may be obtained by deducting the current cost of inputs from
revenues, thus excluding realized holding gains from this profit.
If we define the difference between depreciation based on current
cost and depreciation based on historical cost as a depreciation
adjustment, and the difference between the current cost of sales
and the historical cost of sales as a cost of sales adjustment, the
income from continuing operations on a current cost basis will
then be determined as follows:
Income from continuing operations after interest
and tax on historical cost basis X
Current cost adjustments
Depreciation adjustment X
Cost of sales adjustment 2k.
A
Income from continuing operations after interest
and tax on a current cost basis 2C_
That holding monetary assets and liabilities in a period of inflation
results in losses and gains is widely recognized. Under the FASB
statement, these losses and gains are measured by reference to the
rate of inflation as measured by a general index, the Consumer
Price Index for All Urban Consumers, and the net gain or loss is
disclosed (par. 29b).
The fourth item which must be disclosed is the increase or
decrease in the current cost amounts of certain assets net of
inflation. The enterprise is required to report the holding gains
which have accrued in the current year, whether realized or
unrealized, after reflecting changes in the general purchasing power
of money to report the "real" holding gains or losses of the period.
FASB Statement No. 33 does not require companies to report
a final profit figure. Rather, it permits users to select individual
items or to combine items from the information disclosed to report
any of a number of profit figures which might be considered
relevant. The following are some possibilities:
1. Profit of the enterprise after maintaining physical capital:
Income from continuing operations on a current cost basis.
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2i^
2. Profit of the shareholders using historical cost values in the
balance sheet and real capital maintenance in the income statement:
Income from continuing operations on a historical cost/constant
dollar basis. X
plus
Purchasing power gain or loss on net monetary items for the
current fiscal year X_
X_
3. Profit of the shareholders using current values in the balance
sheet and real capital maintenance in the income statement:
Income from continuing operations on a current cost basis
X
Purchasing power gain or loss on net monetary items X
Real holding gains, realized and unrealized, on holding assets
2^
SSAP No. 16/CCA-l. We find a fundamental difference from the
FASB approach. The items disclosed in accordance with FASB
Statement No. 33 account for inflation and/or changes in specific
prices, but SSAP No. 16 and the preferred method of CCA- 1 do
not require any adjustment for inflation.^ They require only the
adjustment for movements in specific prices, although they do
permit the inclusion of further voluntary statements which do
account for inflation. An example of the current cost profit and
loss account required by SSAP No. 16 and CCA-1 is shown in
Exhibit 2."
This profit and loss account includes two principal levels of
profit, the current cost operating profit and the current cost profit
attributable to shareholders.
The current cost operating profit is the profit after maintaining
the operating capability of the business. Operating capability is
considered to be represented by fixed assets, stocks, and monetary
working capital. Thus, the first level of profit is calculated after
' This failure to consider inflation dates back to U.K. Sandilands Report, "Inflation
Accounting," which refused to recognize any such phenomena as inflation, on the
grounds that each individual experiences his own rate of "inflation," depending
on how he spends his money. This refusal to recognize a measure of the average
rate of price change has led to many difficulties in the development of the U.K.
statement of standard practice in this area.
' Some flexibility of layout is permitted by both SSAP No. 16 and CCA-1.
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Exhibit 2. SSAP No. 16/CCA-1: Example of Presentation of Current Cost Profit
and Loss Account
Turnover _X_
Profit before interest and taxation of the historical cost
basis X
Current cost operating adjustments
Depreciation adjustment X
Cost of sales adjustment X
Monetary working capital adjustment X X
Current cost operating profit X
Gearing adjustment X
Interest payable less receivable _X_
Current cost profit before taxation X
Taxation _X_
Current cost profit attributable to shareholders X
charging not only a depreciation adjustment and a cost of sales
adjustment as under the FASB proposals, but also a monetary
working capital adjustment. This monetary working capital ad-
justment attempts to measure the increase or reduction in the
amount of monetary working capital necessary as a result of specific
price changes in the period. As we shall see, it may reduce or
increase profit.
Under FASB Statement No. 33, the profit from continuing
operations on a current cost basis is calculated after charging the
current costs of physical assets consumed, but the current cost
operating profit of SSAP No. 16 and CCA-1 is calculated after
charging the current cost of the physical assets consumed and
monetary working capital adjustment. Due to the subsequent
method in which gains or losses on monetary items are handled,
the current cost income under the FASB statement is calculated
after charging interest and tax; under SSAP No. 16 and CCA-1.
it is calculated before charging interest and tax.
To arrive at the second level of profit, the current cost profit
attributable to shareholders, the benefits or disbenefits of using
borrowings to finance the net operating assets of the business must
be reflected. These benefits or disbenefits are measured by the
gearing (trading on the equity) adjustment.
To calculate the monetary working capital adjustment and the
gearing adjustment required by SSAP No. 16 and CCA-1, the
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items in the balance sheet must first be rearranged into the
categories shown in Exhibit 3. Monetary assets and liabilities must
be classified either as part of monetary working capital or as part
of net borrowings. Under both SSAP No. 16 and CCA-1, net
borrowings form the residual category of monetary items and may
be determined only after the items which form part of monetary
working capital have been determined.
Monetary working capital may be either positive or negative,
that is to say, a net asset or a net liability. The impact of the
monetary working capital adjustment on profit will then depend
on whether the specific prices experienced by the firm are rising
or falling, as illustrated in Exhibit 4. If monetary working capital
is a net liability in excess of the value of stocks, the excess is
regarded as financing fixed assets and is treated as part of net
borrowings.
Net borrowings consist of all monetary assets and liabilities other
than those included in monetary working capital. Again, net
borrowings may be positive (i.e., a net liability) or negative (i.e., a
net asset). If there is a net liability, a gearing adjustment is necessary
to attempt to measure the gain from borrowing if specific prices
are rising or the loss from borrowing if specific prices are falling.
If, however, there is a net asset, this is not regarded as part of the
net operating assets of the business and thus falls outside the scope
of SSAP No. 16 and CCA- 1. As we shall see, due to the different
ways in which they define monetary working capital, the existence
Exhibit 3. Classification of Balance Sheet Items
Financing Net operating assets
Shareholders' interest X Fixed assets X
Stocks X
Net borrowings X
X
Monetary working capital
X
Exhibit 4. Effect of MWCA on Profit
Monetary working capital
Movement
of specific
prices Posiltive Negative
Rising Reduction Increase
Falling Increase Reduction
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of a net asset under CCA-1 is very unlikely, although it is certainly
possible under SSAP No. 16.
Before the monetary working capital adjustment and the gearing
adjustment are examined in more detail, the basic approaches to
monetary items of the FASB statement and the two other statements
are compared.
FASB Statement No. 33 requires the measurement of the gain
or loss on all monetary items using the change in the purchasing
power of money as measured by a general index of consumer
prices.
SSAP No. 16 and the preferred method of CCA-1 require the
analysis of monetary items in two stages. First, monetary items
must be segregated into two categories: monetary working capital
and net borrowings. Then, a monetary working capital adjustment
and, providing net borrowings are a net liability, a gearing adjust-
ment are computed. No reference is made to inflation; both
adjustments are intended to reflect the movement in specific prices
experienced by the firm. If net borrowings are negative, no
adjustment is required whatsoever.
The treatment of monetary items under the FASB statement is
comprehensive and based on general price change, but the treat-
ment of monetary items under SSAP No. 16 and CCA-1 is not
comprehensive and is based on specific price change.
MONETARY WORKING CAPITAL ADJUSTMENT
The purpose of this adjustment is to measure the increase or
reduction in the monetary working capital needed to finance the
activities of the business due to changes in the input prices of
goods and services. Given there is little theory which informs us
as to how to compute the amount of monetary working capital
necessary to support a given level of activity, both SSAP No. 16
and CCA-1 have had to define monetary working capital by
reference to the items which appear in a company's balance sheet.
However, the definitions adopted diff^er from one another.
SSAP No. 16, paragraph 44, defines monetary working capital
as
the aggregate of:
(a) trade debtors, prepayments and trade bills receivable, plus
(b) stocks not subject to a cost of sales adjustment, less
(c) trade creditors, accrual and trade bills payable,
insofar as they arise from the day-to-day operating activities of the
business as distinct from transactions of a capital nature. Bank balances
and overdrafts may fluctuate with the volume of stock or the items in
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(a), (b) and (c) above. That part of bank, balances or overdrafts arising
from such fluctuations should be included in monetary working capital,
together with any cash floats required to support day-to-day operations
of the business, if to do so has a material effect on the current cost
operating profit.
SSAP No. 16 appears to recognize that the levels of monetary
items which appear in a balance sheet may not be "needed."
Although this may be true of all items, it is particularly acute in
the case of bank balances and overdrafts and, to avoid the problem
of decidmg how much of the bank balances are monetary working
capital, SSAP No. 16 attempts to exclude such balances from the
definition. It then recognizes that this may lead to meaningless
adjustments in some cases and permits their inclusion in certain
circumstances. This immediately introduces the necessity to ex-
ercise judgment in deciding what part of the balance is monetary
working capital. This has given rise to major problems in practice.
As mentioned elsewhere, any attempt to make a meaningful
adjustment involves a great number of difficult steps. ^ These include
removing the profit element from debtors, deciding which specific
nuinbers are appropriate for the components of monetary working
capital, and determining the average period of credit taken by
debtors and from creditors in order to apply the correct average
index numbers.
CCA-1 attempts to avoid many of these problems by taking a
much less precise approach to the adjustment. Paragraph 3.9 of
CCA-1 defines monetary working capital as:
the aggregate of:
(a) trade accounts receivable, prepayments and trade bills receivable,
cash and bank balances, plus
(b) inventories not subject to a cost of sales adjustment, less
(c) trade accounts payable, accruals and trade bills payable, and bank
overdrafts.
Thus, CCA-1 includes cash and bank balances and bank over-
drafts within the definition and, thereby, avoids the difficult decision
of how much should or should not be included. The need for
subjective judgment in this area is avoided, although it may be
argued that it may result in a rather suspect adjustment where,
for example, large amounts of surplus funds are retained in the
bank, even though they are not part of the "necessary" monetary
working capital. In addition, the Guidance Notes to CCA-1 provide
a much less precise approach to computing the adjustment. They
^ "Difficult Steps to Negotiate," Accountancy (June 1982).
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do not mention the need to remove the profit element from
debtors, and they recommend that, although in principle a separate
index should be used to adjust each item of monetary working
capital, companies should use only one specific price index to make
the adjustment. This should be either (a) an input or output index
from the appropriate industry group in the Producers Price Index
series; or (b) the Producers Price Index, all industry inputs.'"
CCA-1 has taken a much rougher approach to the monetary
working capital adjustment than SSAP No. 16 to avoid many of
the practical difficulties to which the monetary working capital
adjustment (MWCA) of SSAP No. 16 has given rise.
Any monetary items which are not included within the definition
of monetary working capital must be included in net borrowings.
Given the different definitions of monetary working capital, it
follows that SSAP No. 16 and CCA-1 have different definitions of
net borrowings. In both cases, the heading comprises a motley
collection of items such as long-term loans, taxation payable,
deferred taxation, and creditors for capital expenditure. In the
case of SSAP No. 16, cash and bank balances not considered to
be part of monetary working capital will be deducted.
GEARING ADJUSTMENT
The gearing adjustment attempts to measure the gain or loss which
shareholders make when the firm uses net borrowings to finance
assets which rise or fall in value. Such a gain or loss is determined
by reference to the movements in the specific prices of the assets
held and is illustrated in a simple example."
Assume a company, financed in equal proportion by ordinary
share capital and an interest-free loan, commences to trade by
purchasing ten items of stock for $10 each on 1 January 1982.
The balance sheet immediately after this purchase is indicated at
the top of Exhibit 5.
The company holds the stock for one month and sells all ten
items for $15 each on 31 January. In January, the replacement
cost of each item of stock is increased by suppliers by 30 percent
to $13. Thus, by purchasing on 1 January rather than 31 January,
the company has a holding gain of $30 (i.e., ten items at $3 each),
and this is realized when the stock is sold on 31 January. Such a
realized holding gain is described as a cost of sales adjustment by
'" Guidance Notes on CCA-1, par. 89.
'
' This example is taken from David Pendrill, "An Indefensible Stance," Accountancy
(July 1982).
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the standard, and does not form part of the current cost operating
profit. This is reported in the first part of the current cost profit
and loss account in Exhibit 5. But this is not the whole story so
far as the shareholders are concerned.
The stock which has given rise to the realized holding gain has
been financed in equal proportion by shareholders and loan holders.
Loan holders do not share in any way in the gains. Thus, the
shareholders have made a profit from using a monetary liability
to finance a real asset, which has risen in value. The gearing
proportion is 50 percent, and hence, the gearing gain is 50 percent
of the total holding gain, that is, 50 percent of $30 = $15, which
is added to the current cost operating profit to arrive at the current
cost profit attributable to shareholders.
If we assume, for simplicity, that all transactions are for cash
and that the resulting figure is distributed as dividend on 31
January, the current cost balance sheet after the distribution will
appear as shown at the bottom of the table. Total shareholders'
Exhibit 5. Example to Illustrate the Gearing Adjustment
Opening balance sheet on 1 January 1982
$
Ordinary share capital 50
Loan 50
Ten items of stock at $ 1 each — at cost 100
Current cost profit and loss account for January 1982
Sales revenue (10 @ $15) 150
less current cost of sales:
Historic cost 100
Cost of sales adjustment 30 130
Current cost operating profit 20
add gearing adjustment 15
Current cost profit attributable
to shareholders 35
Current cost balance sheet on 31 January 1982
Shareholders' interest
Ordinary share capital 50
Current cost reserve $(30-15) 15
65
Loan 50
115
Cash $(150-35) JTS
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interest has been increased by 30 percent to $65, which reflects
the rise in specific prices experienced by the company, while the
gearing ratio has fallen when compared to that at the beginning
of the month. It would be possible for the business only to replace
the ten items of stock at the higher replacement cost if it were
able to borrow the gearing gain of $ 1 5 and thus restore the gearing
ratio to 50 percent.
In the real world, the adjustment is not so simple. Not only will
the gearing proportion change from day to day, but also holding
gains which are realized in the current period may have accrued
in previous periods while holding gains accrued in this period may
not be realized at the end of the period. SSAP No. 16 and CCA-
1 cope with these problems in diff^erent ways.
SSAP No. 16, paragraph 50, requires the gearing adjustment
to be calculated by
(a) expressing net borrowing as a proportion of the net operating assets
using average figures for the year from the current cost balance sheets;
and
(b) multiplying the total of the charges or credits made to allow for the
impact of the price changes in the net operating assets of the business
by the proportion determined at (a).
Thus, SSAP No. 16 requires us to apply the average gearing
proportion to the current cost operating adjustments as shown in
the current cost profit and loss account. These are the realized
holding gains on fixed assets and stocks and the monetary working
capital adjustment.
CCA-1, paragraph 4.11, requires that the gearing adjustment
be calculated by
(a) Expressing net borrowing as a proportion of the net operating assets
using average figures for the period from the current cost balance sheets;
and
(b) Multiplying the net total of entries made to the current cost reserve
for this same year by the proportion determined at (a).
CCA-1 therefore requires that we apply the average gearing
proportion for the period to the movement in the current cost
reserve for the year.
The diff^erences in approach may be better understood if the
causes of changes in the current cost reserve are noted. This may
be illustrated by analyzing typical movements in a current cost
reserve account (Exhibit 6).
The depreciation adjustment is the difference between depre-
ciation based on current cost and depreciation based on historical
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Exhibit 6. Movements in Current Cost Reserve for the Year to December 31,
1982
Total Unirealized Realized
Unrealized holding gains
on December 31, 1981
realized during current
year:
Fixed assets depreciation
Stock
— (1
(
,100)
100)
1,100
100
Dep. adj.
COSA*
Holding gains accrued
and realized in
current year:
Fixed assets — depreciation
Stock
120
600
120
600
Dep. adj.
COSA
MWCA 150 150
Unrealized holding gains
at December 31, 1982
accrued during 1982:
Fixed assets 600 600
Stock 140
1,610 L
140
460) 2,070
* Cost of sales adjustment
cost and comprises the two items indicated in the right-hand
column above. It comprises realized holding gains which have
accrued in previous years and in the current year but excludes
unrealized holding gains which have accrued in the current year.
Similarly, the cost of sales adjustment is the difference between
the current cost of sales and the historical cost of sales. It includes
the two items marked in the right-hand column and includes
realized holding gains which have accrued in previous years and
in the current year but excludes holding gains unrealized at the
year end.
SSAP No. 1 6 would require application of the gearing proportion
to the total of column 3 while CCA-1 would require application
of the gearing proportion to the total of column 1 . Only the latter
adjustment would appear to result in a meaningful adjustment.
To apply the average gearing proportion for the current period
to the holding gains which have accrued in the current period
provides a logically consistent gearing adjustment. However, to
apply the average gearing proportion for the current period to
holding gains which have accrued not only during the current
period but also over many previous periods, when the gearing
proportion may have been very different, results in a gearing
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adjustment lacking any rational interpretation. Only if the gear-
ing proportion has remained constant for the entire holding period
would the figure make any sense, and this is unlikely, particularly
given the manner in which the gearing proportion is calculated.
The numerator, net borrowings, is a residual category of monetary
items.
Under both SSAP No. 16 and CCA-1, it is necessary to apply
the gearing proportion to the monetary working capital adjustment.
The reason for this is not clearly explained in either document
but presumably results from an implicit assumption that any
additional or reduced amount of finance required for monetary
working capital will be provided in part from net borrowings, the
part being the current gearing proportion. This seems a question-
able assumption but one which is applied in both SSAP No. 16
and CCA-1.
SUMMARY
None of the standards has required any alteration to the balance
sheet values of monetary items shown in historical cost accounts,
but all have attempted to deal with the impact of monetary items
on the measurement of periodic profit. All three standards attempt
to report what may be described as the current cost profit of the
enterprise, a profit of the entity based on a concept of physical
capital maintenance. Under FASB Statement No. 33, the physical
capital is restricted to physical assets. Under both SSAP No. 16
and CCA-1, the physical capital or net operating assets consist of
physical assets and the monetary working capital necessary to
support a particular level of physical activity. SSAP No. 16 and
CCA-1 adopt different definitions of monetary working capital
and, although the definition of CCA-1 will undoubtedly be the
easier to apply in practice, it is not difficult to think of circumstances
where the resulting adjustment may be rather suspect.
The profit and loss account provides us with more differences.
FASB Statement No. 33 requires the calculation of the net gain
or loss on holding monetary items by reference to movements in
a general index. These monetary items will include borrowings
and hence any gain or borrowing will be measured by reference
to the rate of inflation. Correspondingly, the standard requires
companies to show holding gains of the period net of inflation,
that is, real holding gains.
Providing a firm has net borrowings, both SSAP No. 16 and
CCA-1 require any gain or loss on borrowing to be measured by
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a gearing adjustment. This gearing adjustment measures the gain
or loss on borrowing by reference to changes in the specific prices
of the assets owned by the firm. By restricting the gearing adjust-
ment to holding gains which have been realized in the current
period, SSAP No. 16 results in a gearing adjustment which lacks
rational interpretation. By applying the current gearing proportion
to holding gains made in the current period, CCA-1 produces a
more defensible figure.
Two major problems seem in need of resolution. First, in
attempting to measure the current cost profit of the entity, should
monetary working capital be included as part of the entity? The
FASB standard does not do so, but both SSAP No. 16 and CCA-
1 do so in somewhat different ways.
Second, how should the gain or loss from borrowing be meas-
ured? Given the limitations of the SSAP No. 16 approach, two
alternatives must be considered. Either the gain or borrowing is
measured by reference to a general index movement and shows
separately the real holding gains of the period. This is the approach
of FASB Statement No. 33. Alternatively, we may link the net
borrowings with the specific assets which they have been used to
finance. In this case, the gain or loss on borrowing is measured
by reference to the changing values of the assets, that is, the
holding gains made in the period. This is the approach of CCA-
1.
Under the first of the alternative approaches, two companies
with the same borrowings would show the same gain on borrowing
in a period of inflation; under the second approach, they may
report very difi^erent gains or losses.
The former approach seems to have much to commend it. In
particular, it moves the bottom-line profit figure, "profit attribut-
able to the shareholders," toward the concept of real capital
maintenance which is arguably of greater relevance than the
maintenance of physical capital when attempting to measure the
increase in the underlying wealth of the shareholders during a
period.
The three standards are experimental, and it will be interesting
to see what changes are made to each when the experimental
periods expire.
Current Status of Accounting Education in
Saudi Arabia
ADNAN M. ABDEEN and UGUR YAVAS*
With its huge oil reserves, Saudi Arabia is one of the evolving
economic powers in the world. The remarkable growth in the
national level of international trade and in domestic industrial
activity within the past decade has drawn attention to accounting
as a vital managerial function. Because Saudi Arabia represents an
important market, a description of the status of accounting edu-
cation in the country, as an antecedent to the development of the
accounting profession, should be of interest to executives and
academicians. This article discusses the current status in Saudi
accounting education and offers possible avenues of change for
improvement.
Since the publication of Enthoven's now-classic article, "The
Accountant's Function in Development" in 1965, the role of
accounting in economic development has received increased atten-
tion from students of accounting.' To date, several authors have
discussed the deficiencies of accounting practices in developing
countries and the adverse consequences such practices have on
* Adnan M. Abdeen is Associate Professor of Accounting, California State
University, Los Angeles (formerly at the University of Petroleum and Minerals,
Dhahran, Saudi Arabia).
Ugur Yavas is Associate Professor of Marketing, University of Petroleum and
Minerals, Dhahran, Saudi Arabia.
The authors gratefully acknowledge the helpful comments of Dr. Abdullah Al-
Abdulkader, Associate Dean of the College of Administrative Sciences, King Saud
University, and Dr. Muhia Al-Din Farabzouni, former Chairman, .Accounting
Department, King Abdul Aziz University, on an earlier draft of this paper.
' Adolph J. H. F.nthoven, "The Accountant's Function in Development," Finance
and Dn'elopment (December 1965), 21 1-16.
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economic development.^ A widely held belief is that if a country
is to experience accelerated economic development and be able to
deliver a higher standard of living to its citizens, a vitalization of
the accounting profession and a development of qualified account-
ing talent are necessary/ The primary manner to achieve this
vitalization and development is through indigenous formal ac-
counting education.
The material presented draws on several sources, including
personal interviews with accounting educators and government
officials; reviews of the catalogs of Saudi universities offering
programs in accounting; and the authors' observations as educators
of the contemporary Saudi accounting scene.
SIGNIFICANCE OF ACCOUNTING AND ACCOUNTING EDUCATION
IN SAUDI ARABIA
Vitalization of the accounting profession and development of
qualified accountants and auditors are all timely and important to
the economic development of Saudi Arabia for a least five reasons:
(1) the number and size of companies have increased, (2) oil
revenues have grown, (3) a shortage of local accounting skills
exists, (4) the formalization of a national stock exchange is under-
way, and (5) changes in auditing certification requirements have
been proposed.
See, for example, David F. Linowes, "The Role of Accounting in Emerging
Nations," Journal of Accountancy (January 1969), 18; M. A. Qureshi, "Private
Enterprise Accounting and Economic Development," International Journal of Ac-
counting (Spring 1974), 125-41; H. P. Holzer and D. Tremblay, "Accounting and
Economic Development: The Case of Thailand and Tunisia," International Journal
of Accounting (September 1973), 62-80; Utomo Josoderdjo, "The Accounting
Profession in Indonesia," SGV Group Journal (No. 4, 1976), 10-19; and R. Juchau,
"Accounting Practice Problems in Papua New Guinea and Fiji," Australian Ac-
countant {Mdivch 1978), 11.
^ See, for example, Lee J. Seidler, "Accounting and Economic Development: The
Turkish Experience" (Ph.D. dissertation, Columbia University, 1966); George M.
Scott, "Private Enterprise Accounting and Developing Nations: Economic Eval-
uation Accounting" (D.B.A. dissertation, University of Washington, 1967); Ahmed
Abdul Kader Shinawi, "The Role of Accounting and Accountants in the Devel-
oping Economy of Saudi Arabia" (D.B.A. dissertation, University of Southern
California, 1970); Adnan M. .^bdeen, "The Role of Accounting in the Economic
Development of Syria" (D.B.A. dissertation, Mississippi State University, 1974);
Mohamed Ali Mirghani, "The Role of Accounting in the Economic Development
of Developing Countries: The Case of Sudan" (D.B.A. dissertation, Indiana
University, 1979); and Merrill E. Casseil, "Economic Development Accountancy,"
Management Accounting—Journal of the Institute of Cost and Management Accountants
(May 1979), 23-24.
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Increase in Number and Size of Companies
Until the emergence of the Saudi oil industry, the Saudi society
was basically engaged in primitive agriculture, fishing, and the
Hajj (pilgrimage) trade. The little trade and commerce that existed
were dominated by small, individually owned establishments.''
Their inventories were small and the pace of trade was slow. One
person could handle all business activities without help. If and
when assistance was needed, the owner employed close relatives,
usually as unpaid help. Owner-managers felt little need to keep
accounting records. When they did, these records were primitive
and on a single-entry basis. ^ The trend in the Saudi economy
today, however, is toward formation of large private and public
corporations. As Exhibit 1 indicates, the number and total capital
of companies in Saudi Arabia showed substantial increases between
1973 and 1983. The number of companies increased from 959
to 5,638, and the size of those companies, as measured by their
average capital, increased almost 7.5 times in the same period.
The separation of management and ownership in these large
Exhibit 1. Number of Companies and Their Invested Capital in Saudi Arabia,
1973-1983
Number Capital Average capital
Year of companies* (SR 000) (SR 000)t
1973 959 1,339,712 1,397
1974 1050 1,643,143 1,565
1975 1181 2,209,321 1,870
1976 1473 7,032,258 4,774
1977 1866 20,746,956 11,118
1978 2694 24,553,175 9,114
1979 3460 31,710,406 9,165
1980 4089 34,955,528 8,549
1981 4588 42,818,515 9,333
1982 5027 54,471,304 10,836
1983 5638 58,961,177 10,458
* Companies include partnerships and corporations.
t Exchange rate: SR 3.6 = US$ 1.00.
Source: Compiled from Ministry of Finance and National Fxonomy. Central Department of
Statistics, Saudi Arabia, Stalisticat Year Book, Vol. 14, 1398 AH (1978 AD), 368; Ministry of
Finance and National Economy, Central Department of Statistics, Saudi Arabia, Statistical Year
Book, Vol. 16, 1400 AH (1980 AD), 426; and Ministry of Finance and National Economy,
Central Department of Statistics, Saudi Arabia, Statistical Year Book, Vol. 19, 1403 AH (1983
AD), 505.
'' Ramon Knauerhase, The Saudi Arabian Economy (New York: Praeger Publishers,
1975), 136.
^ Shinawi, "The Role of Accounting," 37.
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companies necessitates application of accounting techniques to
control the resources entrusted to them and to run such large
organizations effectively and efficiently.
Growth in Oil Revenues
Despite the drop in the average daily production of crude oil
within the past few years, the unusual rate of oil production of
the 1970s and early 1980s, coupled with the increase in oil prices
at the time, led to the accumulation of massive financial assets in
Saudi Arabia (see Exhibit 2). Because domestic productive capacity
could be expanded at the growth rate of oil revenues, these funds
had to be invested abroad. Selection of the right investment targets
and forms and the amounts to be invested in each depends on an
understanding of modern finance and accounting skills.
Shortage of Local Accounting Skills
The rapid changes in the Saudi economy have caused dramatic
shortages in the labor market for skilled manpower, including
accountants. This has resulted in the employment of a growing
number of expatriate accountants by Saudi companies. The Saudi
government, in an attempt to reduce dependence on expatriate
Exhibit 2. Saudi Arabia Oil Production and Revenue 1971-1984
(In Millions)
Annual production Da ily average Annual revenue
Year (U.S. barrels) (U.S. barrels) (U.S. $)
1971 1,740.6 4.8 1,884.9
1972 2,202.0 6.0 2,744.6
1973 2,772.6 7.6 4,340.0
1974 3,095.1 8.5 22,573.6
1975 2,582.5 7.1 26,676.2
1976 3,139.3 8.6 30,747.5
1977 3,357.9 9.2 36,540.0
1978 3,038.0 8.3 32,234.0
1979 3,479.2 9.5 48,435.0
1980 3,623.8 9.9 84,466.0
1981 3,586.0 9.8 101,813.0
1982 2,367.0 6.5 70,478.6
1983 1,668.0 4.6 46,100.0*
1984 1,512.0 4.1 43,700.0*
* = Estimate
Source: Compiled from Saudi Arabian Monetary Agency, Annual Report, 1397 (1977), 17 and
19 (Arabic); Annual Report, 1401 (1981), 22 (Arabic); Ministry of Petroleum and Minerals,
Petroleum Statistical Bulletin, 1979, 17; Saudi Arabian Monetary Agency, Statistical Summary,
1404 (1984), 32 (Arabic); Saudi Arabian Monetary Agency, Statistical Summary, 1405 (1985).
24 and 68; OPEC. Annual Statistical Bulletin ( 1 984), 34; and ARAMCO, Facts & Figures ( 1 984).
18.
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manpower, initiated projects to educate people both domestically
and internationally. While the policy of sending students abroad
to close the existing national educational gap is commendable, its
effectiveness in transmitting accounting skills into Saudi Arabia
should be viewed with caution. This is because accounting practices
are greatly influenced by the local, legal, institutional, and other
environmental factors, which foreign education programs rarely
consider'' Thus, a Saudi-oriented approach to accounting education
is needed to deal effectively with the varied accounting needs of
the developing Saudi economy.
Possible Formalization of Stock Exchange
Currently, the transfer or sale of stock in Saudi Arabia is conducted
through local banks or through direct contacts between buyers
and sellers. The current system suffers from several deficiencies.
Normally, at least two weeks are required for a cash settlement of
a transaction, a situation which hinders the advantage of the
immediate liquidity of the marketable securities. In addition,
financial and non-financial information does not reach the public
in a timely and efficient manner. The Saudi government considered
the establishment of a formal stock exchange and commissioned
several studies that have been completed." The number of cor-
porations whose shares are traded currently is quite small (ap-
proximately forty corporations), and the volume is also small
(approximately 50,000 to 100,000 shares in 200 to 250 weekly
transactions). The government, as well as the public, fears the lack
of effective controls in a stock exchange which might lead to its
collapse. The need for a better method to exchange stock still
persists. A new development which might improve the information
problem is the newly adopted generally accepted accounting and
auditing standards and standards of professional ethics. These
standards, which were published in early 1986 as a result of a
multi-year study, were adopted by the Ministry of Commerce. The
ministry requested auditors to comply with the new standards
immediately. This compliance should enhance the reliability of the
financial statements of the corporations.
^ Ugur Yavas and D. Rountree, "The Transfer of Management Knowhow to
Turkey through Graduate Business Education: Some Empirical Findings," Man-
agement International Rei'iew (\o. 2, 1980), 71-78.
^ See, for example, Abdin Ahmed Salama, "Establishing a Capital Market in Saudi
Arabia," yourna/ of the Faculty of Commerce, Riyadh University (No. 5, 1976-1977),
13-23 (in Arabic); Riyadh Chamber of Commerce and Industry, Fmanaal Papers
Bourse and Its Importance in Seri'ing Incorporated Companies. Research Series, 1980
(in Arabic); and Mary Jo McConahay, "A Saudi Capital Market," Saudi Business
(No. 22, 1979), 26-30.
160 THE IMERNAIIONAL JOURNAL OF ACCOUN IING
Proposed Changes in Auditing Certification Requirements
The certification requirements of Royal Decree (No. M/43) of
1974, which is still in effect, makes it difficult and unattractive for
Saudi nationals to become public and certified accountants. Ac-
cording to this decree, a Saudi must join a certified public ac-
countant's office on a full-time basis for three or four years
(depending whether his bachelor's degree is in accounting or in
business) of training before becoming a public accountant. To
become a certified accountant, the public accountant must pass an
examination administered by the Supreme Commission for Certi-
fied Accounting. Further, a certified accountant is not permitted
to certify the financial statements of corporations unless he has
practiced accounting and auditing in his own office for a period
of three years (five years for certifying banks and public organi-
zations) after certification. For Saudis, the opportunity cost to meet
these requirements is too high.
In 1981, a proposed decree called for the elimination of the
examination and the training period requirements for certification.^
This decree was not approved and in early 1986, a new proposal
was made to organize the auditing profession in harmony with the
generally accepted accounting and auditing standards and standards
of professional ethics. The new proposal, which is under serious
consideration, calls for the establishment of the Saudi Institute of
Certified Public Accountants (SICPA) and limits the entry to the
auditing profession to Saudis who hold accounting or business
degrees and who are members of SICPA. To become a member
of SICPA, attendance at formal seminars and the passing of official
examinations are required. Presently, practicing certified auditors
must comply with the continuing education requirement of the
profession to maintain a valid license. The proposal also limits the
entry to the auditing profession to those who actually practice
auditing and who comply with the principles, standards, and
procedures of the profession.^
Because of these changes in the regulations, higher professional
standards are expected to prevail and to be practiced by competent
members of the profession. This expectation places an obvious
need for the development of sophisticated theoretical and practical
accounting education on Saudi colleges and universities.
^ Ministry of Commerce, "Proposed Regulations for Certified Accountants,"
Article 3, n.d.
^ Office of Abdul-Aziz Al-Rashid, Certified Public Accountants, "Development of
Accounting and Auditing Profession — Internal Organization of the Profession —
Second Stage," n.d., 28-32.
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CURRENT STATUS OF ACCOUNTING EDUCATION
Institutions
Interest in higher education in general and business education in
particular is a relatively recent phenomenon in Saudi Arabia. The
College of Administrative Sciences (initially known as the College
of Commerce) at King Saud University (KSU), located in the capital
city of Riyadh, was the first institution of higher education to offer
a business curriculum in Saudi Arabia. Instruction at this institution
began in the fall of 1959. KSU now offers accounting education
in its Kasim campus as well. The opening of the College of
Commerce at KSU was followed by the establishment of the College
of Economics and Administration at King Abdul Aziz University
(KAU) in 1967. A recent entry into the Saudi business education
system is the College of Industrial Management at the University
of Petroleum and Minerals (UPM) in Dhahran in 1974.
The medium of instruction at KSU and KAU is Arabic and at
UPM is English. All three Saudi institutions with business curricula
offer undergraduate majors in accounting. All three offer graduate
courses in accounting. The masters degree program at KAU, which
began in the 1976/1977 academic year, requires eighteen credit
hours in accounting and eighteen credit hours in business and
economics. The master's degree program in accountancy at KSU
was initiated in the 1985/1986 academic year and requires twenty-
seven credit hours in accounting and fifteen credit hours in business
and economics. Students are required to take two accounting
courses in the MBA program offered at the University of Petroleum
and Minerals, with an option to take three more advanced ac-
counting courses for a concentration in accounting.
UPM is an all-male institution. The student bodies of the other
two universities are also predominantly male. At KSU and KAU,
however, courses are also offered to undergraduate female students.
Because of the segregation of the sexes in the country, courses
offered to female students at KSU and KAU are arranged through
the universities' extension centers or through closed circuit tele-
vision systems. In this context, it should be added that, due to
social objections, women in Saudi Arabia are not allowed to work
in offices where men work or in jobs in which they will be in
contact with men. The growth of women's banking in the country,
as epitomized by the opening of several "for women-only" branches
by the banks and the money exchangers, indicates, however, that
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female graduates in economics, finance, and accounting will be in
demand. '°
Selected aspects of the Saudi universities offering degree pro-
grams in business administration with major or concentration in
accounting are summarized in Exhibit 3.
Faculty
Exhibit 4 presents a profile of the full-time accounting faculty in
Saudi universities by educational qualification, rank, and nation-
ality. The exhibit indicates that, of the forty-nine full-time account-
ing faculty who currently teach at Saudi universities, thirty-nine
hold doctorates and ten hold master's degrees. The faculty with
doctorate degrees hold the rank of professor (four faculty), associate
professor (fifteen), and assistant professor (twenty). The faculty
with master's degrees serve as lecturers.
A shortage of qualified indigenous manpower exists at all levels
in Saudi Arabia. The shortage also manifests itself in the compo-
sition of accounting faculty by nationality. More than one-half of
the accounting faculty in the Kingdom are non-Saudis. Although
Egyptians represent the primary nationality group teaching at the
Arabic-speaking universities, Americans dominate the relatively
small accounting faculty at the English-speaking UPM.
The majority of Saudi faculty with doctorates employed by KSU
and KAU were trained in the United States. Similarly, the non-
Saudi faculty at UPM and KSU received their degrees from North
American universities. The non-Saudi faculty at KAU, on the other
hand, were educated in Europe (England and France), Egypt, and
the United States.
The diversity in the backgrounds of accounting faculty contrib-
utes to the teaching of a variety of courses in accounting principles,
as well as auditing standards and procedures. The accounting
systems, methods, and techniques taught are oriented toward the
accounting environment of the country in which the degree is
obtained. This is a serious shortcoming of the accounting education
in developing countries because training geared to the wrong
environment leads to the tragic waste of the talents of young
accounting students attending local universities. They find them-
selves recreating the basic accounting system, records, and reports
'" See, for example, "Saudi Arabia: Women Edge Forward," Middle East (May
1982), 34; and "Arab Women Break into Banking," Middle East (October 1982),
68.
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in the local environment, which is quite different than the one in
which they are educated."
In Saudi Arabia, an additional factor which creates difficulty for
the foreign faculty to relate classroom teaching to the Saudi
environment is that Saudi regulations severely limit external con-
sulting for a fee by foreign faculty. Consulting as a form of service
to external industry is allowed only when the arrangement is
between the university and the client with the faculty member
assigned to the project by the university.'' However, faculty mem-
bers have the opportunity to participate in forums, seminars, and
executive training programs which provide them with some contact
with the business and accounting environments.
Curricula and Courses
The general characteristics of the undergraduate accounting major
programs of the three Saudi universities are presented in Exhibit
5. To receive a major in accounting, students must complete
requirements in three areas: general education, business/eco-
nomics, and accounting. At UPM, students are additionally re-
Exhibit 5. Undergraduate Accounting Programs
King Abdul University of
King Saud Aziz Univer- Petroleum
Requirement University sity and Miinerals
Credit Credit Credit
hours 7c hours 7c hours 7c
General education 22 17.5 32 25.0 48 36.0
Co-op — — — — 9 7.0
Business/economics 51 40.5 49 38.0 48 36.0
except accounting
Accounting
Compulsory 41 39 27
Elective 12 9
Sub-total 53 42.0 48 37.0 27 21.0
Total 126 100.0 129 100.0 132 100.0
Source: King Saud University, College of Admmislrative Sciences. Sludenl Guide (Arabic) (Safar,
1405 H, 1985), 7-16; King Abdul Aziz University, Academic Bulletin (April 1985), 74-76 and
82-83; and University of Petroleum and Minerals, Undergraduate Bulletin (March 1985),
95-97.
" H. P. Holzer and J. S. Chandler, "A Systems Approach to Accounting in
Developing Countries," Management International Rex'iew (No. 4, 1981), 26.
'" The Quest for Excellence (Dhahran, Saudi Arabia: University of Petroleum and
Minerals, 1979), 13.
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quired to complete successfully a co-op program which requires
an internship in a company either in the Kingdom or abroad.
Some tentative conclusions can be advanced based on the per-
centage breakdown of a student's credit hours among the require-
ment areas. First, the accounting curricula of the two Arabic
speaking universities (KSU and KAU) do not adequately provide
the students with a general education that would give them a
broader background. Such a general education could enable the
students to respond to the needs of the economy and society more
readily and help them cope with the changes in the environment.
Second, UPM is the only university whose curriculum requires
practical training. While UPM's co-op program is quite valuable
to the students in helping them to blend their classroom learning
with real world experiences, it nevertheless does not guarantee
that a student majoring in accounting will receive accounting
training in a certified public accounting firm or in the accounting
department of a private or public organization.
Third, students are required to take an adequate number of
credit hours in accounting at all three universities.
Exhibits 6 and 7 provide detailed breakdowns of required and
elective accounting courses offered at both undergraduate and
graduate levels by the Saudi universities. The mix of course
offerings does not appear to be evenly distributed among the Saudi
institutions. Further, no consistency exists among the institutions
regarding whether a particular course is considered "required" or
"elective." Despite these difTerences, some similarities exist among
the three universities. For instance, in all three, the emphasis is
on methods and procedures (bookkeeping aspect) rather than on
theory. Additionally, the role of accounting in economic, social,
and legal developments and its interdisciplinary aspects are not
emphasized. It should also be added that while some courses do
appear in the catalogs, they are not offered on a regular basis. As
can be inferred from these observations, the similarities among
the institutions are unfortunately nothing but common deficiencies.
Methods of Instruction
By far the most common method of accounting instruction in
Saudi business schools is the lecture method. This is partly due to
the training of most faculty who are accustomed to using this
method. The lecture method essentially results in one-way com-
munication and, hence, does not engender a good learning envi-
ronment for students. Students' study and learning habits become
passive, mechanical, and tend to focus on description and tech-
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Exhibit 6. Undergraduate Accounting Courses Offered by Saudi Universities with
Accounting Programs
King Abdul University of
King
;
Saud Aziz Petroleum &
Title of the course UniN'ersity University M inerals
Required Required Required
Credit or Credit or Credit or
hours elective hours elective hours elective
Principles of Accounting 6 R 6 R 6 R
Partnership Accounting 3 R
Corporate Accounting 3 R
Accounting of Financial
Institutions 3 R 3 E
Zakat Accounting 2 R
Cost Accounting I 3 R 3 R 3 R
Governmental Accounting 3 R 3 R
Tax Accounting 3 R 3 R
Cost Accounting II 3 E 3 R
Auditing I 3 R 3 R 3 R
Petroleum Accounting 3 R
Auditing II 3 E 3 R
Managerial Accounting 3 R 3 E 3 R
Research Project 2 R 2 R
Accounting Theory 3 R 3 R
Uses of Computer in
Accounting 3 E
International Accounting 3 E
Accounting Systems 3 R 3 R
Selected Topics in English 3 E
Contemporary Accounting
Issues 3 E
Applied Financial
Accounting 2 R
Financial Statement
Analysis 3 E 3 E
Advanced Accounting 3 R
Accounting Systems in
Islam 3 E
Governmental Accounting
Audit 3 E
Applied Accounting 3 E 3 E
Intermediate Accounting I 3 R 3 R
Intermediate Accounting II 3 R 3 R
Source: King Abdul Aziz University, College of Economics and Admimslration Bullelin (1985), 75-83;
King Saud University, The College of Adrnmistralive Sciences Student Guide (1985), 16; and University
of Petroleum and Minerals, Undergraduate Bulletin (1985), 96 and 133.
niques. The students do not approach the analysis of the facts and
ideas in a meaningful way and so the development of their problem-
solving skills is impaired. Such deficiencies in the intellectual growth
of the Saudi students become of paramount importance because
the Saudi secondary school education system, like its counterparts
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Exhibit 7. Graduate Accounting Courses Offered by Saudi Universities with
Graduate Accounting Programs
King Abdul University of
King Saud Aziz Petroleum &
Title of the course University University* Minerais'f
Credit
Required
or Credit
Required
or Credit
Required
or
hours elective hours elective hours elective
Accounting Theory 3 R 3 R 3 E
Managerial Accounting 3 R 3 R
Behavioral Approaches
in Accounting
Public Accounting
Social Accounting
3 E 3
3
3
E
E
E
Costing Theory
Cost Analysis and Control
3
3
E
E
Auditing: Cases and
Investigation
Accounting Systems in
3 E
Islam 3 E
Zakat and Taxation 3 E
Accounting Information
Systems 3 R 3 R
Auditing 3 R 3 R 3 R
Financial Accounting 3 R
International Accounting 3 E 3 E
Seminar in Financial
Accounting
Seminar in Managerial
3 E
Accounting 3 E
Independent Reading/
Research 3 R 1-3 E
Advanced Managerial
Accounting 3 R
Studies in Professional
Accounting Practice 3 E
Studies in Fund Accounting 3 R
Studies in Controliership 3 R
Internship 3 R
Studies in Contemporary
Issues in Accounting 3 R
* The student may take three elective courses (9 credit hours) in lieu of thesis.
f UPM offers a master's degree in Business Administration with a concentration in Accounting.
Source: King Saud University, Prngramme of Master of Accountann. n.d., 2; King Abdul Aziz University,
Faculty of Economics and Administration, Grodunle Studies Program (1985); and University of Petroleum
and Minerals, Master of Business Arhninistration Program (1985), 3-12.
in other Middle Eastern countries, still emphasizes learning by
rote.'^
A need exists to provide an active learning environment, which
''
"Staying the Course," Middle East (June 1982), 41-43.
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injects realism into accounting education, in Saudi Arabia. This
can be achieved through the use of cases, practice sets, laboratory
sessions, and computer-augmented accounting sessions. The im-
plementation of some of these active teaching methods, however,
becomes difficult, especially in the two Arabic-speaking universities,
where high student-teacher ratios exist. While the nearly 100-
student-per-faculty ratio at King Abdul Aziz University and the
50-student-per-faculty ratio at King Saud University are not too
high by Middle East standards, the large class sizes nevertheless
present major problems in effectively supervising practice sets,
labs, and computer sessions.'^
Currently, laboratory sessions are used by all three universities.
However, practice sets are utilized only at UPM, where a com-
puterized accounting simulation is used in the accounting principles
course. While the low^ student-teacher ratio at UPM is conducive
to the implementation of case discussions, the lack of original cases
related to Saudi Arabia poses a problem. The non-availability of
cases, textbooks, and other reading materials related to the Saudi
business environment still remains a serious problem facing ac-
counting education in Saudi Arabia.
Practically all of the twenty-five accounting and auditing books
selected for use by the accounting department at King Saud
University are Egyptian textbooks. At King Abdul Aziz University,
although most textbooks are of Egyptian origin, two principles of
accounting and one governmental accounting textbook are au-
thored by Saudi professors.'^ A wide disparity exists in the quality
of these texts, and a critical review suggests that they deal with
Egyptian business, social security, tax laws, and auditing and
accounting standards, which differ from those practiced in Saudi
Arabia. At UPM, American textbooks are widely used. Both the
Arabic and American textbooks suffer from the same problem,
however: they are not written with Saudi Arabia in mind. Contin-
ued reliance on foreign sources naturally hinders the progress of
an indigenous accounting education.
Currently, few publications concerning aspects of accounting in
'^ For a description of student-teacher ratios in other Middle F.astern countries,
see Mustafa Aysan and Kemal Kurtulus, A Research Report on the Status and Prospects
of Management Education in Turkey (Istanbul: Turkish Management Foundation,
1973); and Adnan M. Abdeen, "The Role of Accounting in F.conomic Development
of Syria," 131-33.
'^ See Muhia Al-Din Tarabzouni, Accounting Principles Pari I (Cairo: Makour Press,
1397 AH): Accounting Principles Part 2 (Cairo: Makour Press, 1398 AH); and
Goi<ernment Accounting (jeddsih, 1400 AH).
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Saudi Arabia are written in English.'*" Although these publications
are useful references for researchers, their value to students is
questionable because of the lack of an adequate command of
English by the majority of students. As the students' command of
English improves, they may benefit from two English-Arabic dic-
tionaries. One by Talal Abu-Ghazaleh includes entries related to
business law and auditing, in addition to accounting terms. The
dictionary by Adnan Abdeen not only includes terms but also
provides explanations, examples, and illustrations. '^ As far as
journals are concerned, there are three general business journals
in Saudi Arabia. They are published by KSU, KAU, and the
Institute of Public Administration.'^ The accounting articles pub-
lished in English and Arabic in these journals provide a forum for
academicians and professionals to exchange views on matters of
professional interest. However, they are few in number.
The formation of the Saudi Accounting Society in Riyadh and
a branch of the Institute of Internal Auditors, Inc., in Dhahran
may enhance the publication of articles, pronouncements, and
other research literature related to the accounting and auditing
professions in Saudi Arabia.
STUDENTS AND THE IMAGE OF ACCOUNTING
Students are admitted to state-owned Saudi universities on the
basis of achievement scores on the General Secondary School
Certificate examination. The University of Petroleum and Minerals
additionally requires candidates to sit for the UPM Entrance
Examination, which is administered in the major cities of Saudi
Arabia every summer. The trend has been that students with the
highest scores on these exams prefer to enter engineering, medi-
cine, and the physical sciences.'^ Students with somewhat lower
'* Ahmed Abdul Kadir Shinawi and William F. Crum, "The Emergence of
Professional Public Accounting in Saudi Arabia," InternationalJournal ofAccounting
(Spring 1971), 110; Salih Mahmoudjadallah, "Performance Auditing and Program
Evaluation in Government — Saudi Arabia As a Field of Application" (Ph.D.
dissertation, Texas Tech. University, 1978); and Adnan M. Abdeen and John
Meredith, Payroll Accounting in Saudi Arabia (Jeddah: Saudi Publishing House,
1986).
" Talal Abu-Ghazalah, English-Arabic Dictionary of Accountancy (London: Macmillan
Press Ltd., 1978); and Adnan M. Abdeen, English-Arabic Dictionary of Accounting
and Finance (Chichester: John Wiley 8c Sons Ltd., 1981).
'* The three journals are {\)Journal ofthe Faculty ofCommerce, King Saud University,
published by King Saud University Libraries; {2) Journal of Economics and Admin-
istration, published by Research and Development Center, King Abdul Aziz
University; and (3) Public Administration Magazine, published by the Institute of
Public Administration, Riyadh, Saudi Arabia.
'3
"Arts vs. Sciences," Middle East (May 1982), 33-34.
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scores select business administration/economics. The remaining
students prefer the humanities and the liberal arts.
Preference for engineering and sciences by the high achievers
is attributed to the high prestige accorded to these fields in the
Middle East in general and in Saudi Arabia in particular. However,
the engineering field is losing ground to business and computer
science. In addition, the relative easiness of liberal arts education
is claimed to be its major appeal to the students. Expressing his
concern over the trend toward liberal arts education, a Saudi
educator commented that one does not need to be a professional
to be successful in Saudi Arabia and that too many students were
selecting the easy route. ^° Although the results of a study do not
agree with the view that the ease of study in a field is a major
factor in a Saudi student's major area choice decision, the prestige/
social status accorded to the field definitely is an important factor.^'
The relative unpopularity of accounting in Saudi Arabia can be
partially explained by the low prestige accorded to professionals
in that field. As in other developing countries, ^^ accountants in
Saudi Arabia do not appear to enjoy the time-honored prestige of
such professionals as medical doctors, engineers, and college pro-
fessors. For instance, in a survey completed in early 1982, a sample
of Saudi students rated accountants much lower than other business
and management professionals. The relative ranking of accountants
was a discouraging twenty-one among a total of forty occupations
included in the survey.^^
In addition to the prestige element, another factor which has
traditionally inhibited Saudi students from choosing accounting as
a career is the relatively low salary offered to accountants in Saudi
Arabia. ^^ This situation, however, has been improved recently. Now
accounting graduates enter one step higher on the government
pay scale compared with other newly hired college graduates.
Whether the improvement in pay will lead to an increase in
desirability of accounting as a career choice is still to be determined.
20 Ibid., 34.
2' Mehmet Tahir and Ugur Yavas, "Guidance Needed to Develop Economic Skills,"
Saudi Business (No. 49, 1982), 44.
22 See, for example, Ugur Yavas, Anthony J. Alessandra, Barnctt A. Greenberg,
and Alberto Block, "Attitudes of Turkish and Mexican Students toward Marketing:
Implications for International Marketing Education," in Marketing 1976-1977 and
Beyond, ed. Kenneth L. Bernhardt (Chicago: American Marketing Association,
1976), 103.
2^ Mehmet lahir and Ugur Yavas, "The Prestige of Occupations in the Kingdom,"
Saudi Business (No. 47, 1982), 21.
2^ Shinawi and Crum, "Emergence of Accounting," 1 10.
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What probably still needs to be done to attract more students to
the accounting area is to improve the attitudes of high school and
college students toward accounting. Factors in addition to pay and
prestige appear to affect students' perceptions of a field, and faculty
may be instrumental in reshaping these perceptions.^^
CONCLUSIONS
The immediate prospects of accounting education in Saudi Arabia
appear bleak. The number and quality of accounting programs
offered by Saudi universities are inadequate. Although for the
most part the faculty in these institutions have the necessary
educational qualifications, most of them lack essential knowledge
of Saudi economic, business, and social environments. Further, the
diversity in the educational background of all faculty members
contributes to the teaching of diverse principles and techniques.
The lecture method is the most common method of accounting
instruction. Emphasis on classroom discussions, practice sets, and
computer-augmented accounting is lacking. The accounting stu-
dents receive instructions on Eyptian, British, and American prac-
tices, and they must adapt them to the Saudi environment after
completing their studies. Additionally, accounting does not appear
to be a popular field, at least among the bright Saudi college
students.
Therefore, changes in several areas are needed. The following
recommendations are offered as possible solutions to the current
deficiencies in accounting education in Saudi Arabia.
1
.
Emphasis should be placed on modern accounting concepts and
techniques suitable to the Saudi environment. Issues such as social
accounting, environmental changes, pollution, uses of natural re-
sources in industry, inflation, and other contemporary issues should
be taught from an accounting point of view.
2. Graduate education in accounting should be developed and
promoted to accelerate research activities. The Master of Account-
ing degree is considered adequate in the short run.
3. More Saudis should be encouraged to pursue higher education
leading to a terminal accounting degree to reduce the number of
the non-Saudi faculty. This would provide a stable faculty base to
implement graduate programs in the country.
4. Faculty members should be encouraged to remain current with
^^ Ugur Yavas, "Attitudinal Orientations as Inputs for Improving Images of
Educational Fields," Finnish Journal of Business Economics (No. 2, 1981), 151.
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new developments in the accounting field by attending international
conferences, taking sabbatical leaves, and applying for research
grants. As a result, more books, articles, cases, and other materials
on accounting in Saudi Arabia may be published.
5. Limited consulting activities to all faculty (Saudi and non-Saudi)
should be encouraged.
6. At least in the short run, part-time faculty from industry should
be actively recruited to bridge the gap between classroom teaching
and the real world.
7. Students should be required to have some practical experience
in public or private accounting before they complete their edu-
cational programs.
8. Efforts among universities in curricula design, book writing,
and development of other teaching materials should be coordinated
through regular meetings.
These are but a few of the avenues which might enhance the
quality of accounting education in Saudi Arabia. The sooner these
steps are taken, the sooner Saudi Arabia will have the accounting
talents so crucial to its economic development.
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